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RECENT  DERIVATIVES  LOSSES 


WEDNESDAY,  OCTOBER  5,  1994 

House  of  Representatives, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10  a.m.,  in  room  2128, 
Raybum  House  Office  Building,  Hon.  Henry  B.  Gonzalez  [chairman 
of  the  committee]  presiding. 

Present:  Chairman  Gonzalez,  Representatives  Kennedy,  Flake, 
LaRocco,  Roybal-Allard,  Barrett,  Watt,  Dooley,  Fingerhut,  Leach, 
McCollum,  Roukema,  Baker,  Thomas,  Linder,  Knollenberg,  Lazio, 
and  Huffington. 

The  Chairman.  The  committee  will  please  come  to  order. 

Let  me  say  that  we  are  meeting  this  morning  in  an  environment 
of  quite  a  bit  of  turmoil  legislatively.  The  House  convened  at  9:30 
this  morning,  and  it  is  intended,  at  least  as  far  as  what  I  know  up 
to  now,  that  there  will  be  an  adjournment  of  some  kind  this  Friday. 
So,  naturally,  the  members  are  involved  in  these  last-minute  very 
frenetic  exercises. 

But  that  has  been  the  story  all  along.  We  have  had  several  hear- 
ings on  this  subject  matter  of  today's  hearing,  and  going  back  real- 
ly 2  years,  and  whether  it  was  on  the  eve  of  an  adjournment  or  a 
postadjournment  hearing,  there  was  very  little  interest;  in  fact,  it 
wasn't  reported  at  all  on  several  of  the  hearings. 

However,  in  the  interim,  Mr.  Leach,  the  ranking  minority  Mem- 
ber, had  prepared  and  simultaneously,  almost,  with  some  legisla- 
tion we  had  first  visualized,  and  since  then  we  have  incorporated 
into  a  legislative  proposal  that  reflects,  I  think,  mostly  the  General 
Accounting's  very,  very  well  done  evaluation  which  was  made  at 
our  request,  and  which  was  given  to  us  this  past  summer  in  May, 
or  June — and  indicated  what  by  any  stretch  of  the  evaluative 
imagination  is  minimal  recommendations  from  the  standpoint  of 
the  public  interest,  the  safety  and  soundness  of  our  financial  insti- 
tutional life  in  the  United  States. 

So  we  had  hoped  that  we  would  have  some  action,  even  though 
the  banking  and  financial  institutional  organizations,  national  and 
otherwise,  and  including  the  Chairman  of  the  Federal  Reserve 
Board,  and  then  later,  added  to  that,  the  voice  of  the  regulators, 
saying  there  was  no  need  for  any  congressional  action  whatsoever, 
despite  the  GAO's  very,  very  valuable  assessment,  and  our  legisla- 
tive efforts  of  a  minimal  kind,  in  no  way  attempting  to  intervene, 
but  actually  to  provide  what  the  GAO  calls  a  harmonization  of  reg- 
ulatory oversight  ability. 

(1) 


Now,  regulators  say  they  have  that  now  and  they  are  working  on 
it,  but  our  history  with  respect  to  those  assurances  has  been  very, 
very  sorry  and  very  distressful.  But  we  have  a  clear  mandate.  How- 
ever, the  pressure  of  the  banking  lobbying  and  the  Federal  Reserve 
has  been  very  intense. 

And  what  we  had  intended  as  a  markup  was  very  preliminarily 
at  the  subcommittee  level.  Obviously,  in  view  of  the  fact  that  it 
would  be  an  exercise  on  our  level  and  there  would  be  no  hope  for 
this  session,  either  in  the  Senate  or  having  any  kind  of  correspond- 
ing action  from  the  Senate,  lamentably,  we  will  have  to  try  to  keep 
the  attention  of  the  need  for  the  Congress  as  far  as  its  limited  abil- 
ity in  this  area,  to  respond. 

The  Wall  Street  Journal  recently  estimated  that  the  value  of  the 
global  derivatives  market  is  over  $38  trillion  2  years  ago.  In  fact, 
it  was  the  motive  for  the  first  hearings.  I  estimated  that  just  the 
banking — we  are  interested  mostly  in  the  activities — in  fact,  100 
percent  of  the  committee's  jurisdictional  level,  of  the  insured  depos- 
itory institutions.  That  means  commercial  banks,  credit  unions, 
S&Ls,  in  this  unquestionably  risky  if  not  out  and  out  gambling, 
venture. 

When  I  recited  the  figures  on  the  House  floor  in  a  special  order 
and  showed  that  15  banks  of  the  United  States'  leading  banks  had 
an  exposure  ranging  from  as  much  as  about,  oh,  some  550  percent 
to  1,750  percent  on  its  off-balance-sheet  activities  against  which 
they  don't  have  to  have  reserves,  I  thought  that  was  a  very,  very — 
well,  it  was  an  alarm  bell,  but  nobody  much  cares  until  you  have 
the  whole  thing  crumbling  around  your  ears.  That  seems  to  be  the 
story  of  my  life  on  this  committee. 

Anyway,  the  Wall  Street  Journal,  and  it  is  the  Wall  Street  Jour- 
nal, not  Henry  Gonzalez,  saying  it  is  $38  trillion  globally.  The  most 
worrisome  aspect  of  the  derivatives  market  is  the  fact  that  much 
of  the  underpinnings  of  the  $1  trillion-a-day  global  derivatives  mar- 
ket is  rampant  speculation.  It  is  a  monstrously  global  sized,  elec- 
tronic pansy  scheme,  to  a  larger  extent  than  not.  It  is  an  inverted 
pyramid.  And  how  long  can  you  hold  a  pyramid  on  its  apex? 

The  newspapers  contain  daily  stories  now  about  entities,  both 
private  and  now  public,  counties,  school  districts,  throughout  the 
United  States  and  several  States,  as  having  lost  their  public  funds 
by  venturing  on  the  advice  of  their  investor  agents  into  these  gam- 
bling— that  is  all  it  is.  So,  therefore,  I  am  going  to  ask  that  the 
printed  prepared  version  of  my  introductory  statement  be  printed 
in  the  record  at  this  point. 

[The  prepared  statement  of  Mr.  Gonzalez  can  be  found  in  the 
appendix.] 

And  I  will  recognize  Mr.  Leach,  and  I  will  ask  unanimous  con- 
sent that  the  other  members  be  permitted  to  place  in  the  record 
any  introductory  remarks  they  may  want,  because  we  have  our 
leadofif  witness,  Congressman  Neal,  and  I  know  he  has  business 
with  floor  activity. 

[The  prepared  statement  of  Hon.  Rick  Lazio  can  be  found  in  the 
appendix.] 

Mr.  Leach. 


Mr.  Leach.  Thank  you  very  much,  Mr.  Chairman.  I  have  a  rath- 
er lengthy  statement  I  would  also  like  to  ask  unanimous  consent 
to  be  placed  in  the  record. 

The  Chairman.  Without  objection,  so  ordered. 

Mr.  Leach.  I  will  just  make  a  minute's  worth  of  comments.  One 
relates  to  a  subissue,  and  that  is  how  derivatives  are  regulated, 
whether  they  should  be  regulated  by  industry  or  product  type.  It 
is  my  view  that  unless  they  are  regulated  by  product  type  as  well 
as  institution  kind,  the  market  will  be  skewed  to  those  market  par- 
ticipants not  subject  to  commercial  banks'  safety  or  soundness 
scrutiny. 

Unless  significant  efforts  are  made  to  develop  international 
standards,  the  market  will  be  skewed.  This  method  of  arbitrage  is 
being  played  in  three  different  areas;  namely,  banks  versus  un- 
regulated entities,  OTC  versus  exchange  traded  derivatives,  and 
United  States  versus  other  countries.  Governments  can't  blatantly 
ignore  the  problems  when,  after  all,  they  are  the  insurer  of  last  re- 
sort for  deposits  of  leveraged  institutions. 

I  would  also  simply  stress  that  the  legislation  the  chairman  and 
I  have  introduced  is  based  upon  the  recommendations  of  all  of  the 
regulators.  The  only  question  is  whether  it  should  be  legislated  or 
put  in  practice  as  administration  policy. 

The  problem  is  there  are  certain  things  that  cannot  be  accom- 
plished without  legislation.  And,  basically,  all  our  legislation  does 
is  put  powers  within  the  regulatory  bodies  where  professional  ex- 
pertise exists.  Very  interestingly,  with  almost  no  exception,  every 
single  provision  of  our  legislation  has  been  supported  largely  by  the 
private  sector  as  well  as  the  public  sector.  The  only  question  is 
whether  or  not  it  should  be  legislated.  And  that  is  a  very  different 
circumstance. 

I  think  it  is  far  better  to  legislate  at  a  time  when  things  are 
going  rather  well  than  at  a  time  of  potential  emergency.  But  even 
in  a  time  when  things  are  going  rather  well,  the  irony  of  this  year 
is  just  how  many  institutions,  many  of  which  are  very  esteemed, 
sophisticated  institutions,  have  lost  money  and  at  the  same  time 
these  losses  have  accumulated,  and  instance  after  instance  has 
come  to  the  public  forum,  the  opposition  to  anything  that  sets  a 
framework  circumstance  for  regulation  appears  to  be  rising. 

I,  personally,  think  that  is  something  worthy  of  review  by  all  of 
us  on  the  committee.  I  thank  the  chairman.  I  have  a  lengthy  state- 
ment which,  as  I  indicated,  I  will  put  in  the  record. 

[The  prepared  statement  of  Mr.  Leach  can  be  found  in  the 
appendix.l 

The  Chairman.  Thank  you  very  much. 

Mr.  Lazio.  Mr.  Chairman,  I  ask  to  be  recognized. 

The  Chairman.  I  have  asked  unanimous  consent  that  every 
member  may  present  his  opening  remarks. 

Mr.  Lazio.  I  ask  if  I  can  enter  something  in  the  record  also. 

The  Chairman.  Absolutely. 

Mr.  Lazio.  This  is  a  New  York  Times  article  entitled,  "Deriva- 
tives as  the  Fall  Guy:  Excuses,  Excuses."  For  many  of  us  that  have 
a  point  of  view  quite  distinct  and  different  from  my  distinguished 
ranking  Member,  Mr.  Leach,  Mr.  Gonzalez,  certainly,  Mr.  Chair- 
man, I  wonder  if  we  can  enter  this  into  the  record. 


The  Chairman.  Absolutely.  Without  objection,  so  ordered. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

As  the  gentleman  understands,  I  reluctantly  do  this  because  we 
are  under  pressure.  We  are  going  to  have  a  bunch  of  interruptions 
if  we  continue  during  the  morning  by  roUcall  votes  on  the  House 
floor.  I  just  thought  we  would  try  to  get  as  much  as  we  could  out 
of  the  way.  That  is  the  only  reason. 

And  I  think  that  whatever  remarks  we  have,  maybe  we  can  bring 
out  in  questioning. 

Let  me  say,  Mr.  Neal  from  Massachusetts  is  a  former  member 
of  this  committee,  but  he  left  it  to  go  to  the  higher  reaches  of  power 
in  the  House  of  Representatives.  He  wanted  to  be  and  he  is  a  taxer. 
He  currently  serves  on  the  Ways  and  Means  Committee.  I  say  that 
with  my  blessings,  because  I  have  never  been  known  as  a  taxer 
rather  than  a  spender. 

So,  Congressman  Neal,  thank  you  very  much. 

STATEMENT  OF  HON.  RICHARD  E.  NEAL,  A  REPRESENTATIVE 
IN  CONGRESS  FROM  THE  STATE  OF  MASSACHUSETTS 

Mr.  Neal  of  Massachusetts.  Thank  you  for  the  assistance  you 
have  offered  my  opponent  this  morning,  Mr.  Chairman. 

Thank  you  very  much,  Mr.  Chairman,  for  such  a  gracious  wel- 
come, and  certainly  to  be  back  with  Mr.  Leach  and  other  members 
of  this  committee  where  I  served.  I  have  formal  testimony — it  won't 
take  very  long — and  just  a  couple  of  comments  based  upon  what  I 
hope  is  the  wisdom  of  my  service  on  this  committee  some  years 
ago. 

I  want  to  commend  you  for  holding  this  hearing  to  examine  re- 
cent losses  caused  by  investments  in  financial  derivatives.  I  am 
concerned  about  the  recent  losses  in  derivative  investments  of  sev- 
eral public  and  private  institutions.  This  hearing  will  certainly 
shed  light  on  the  risk  involved  in  investing  in  derivatives. 

Last  spring  I  testified  before  Chairman  Neal's  Subcommittee  on 
Financial  Institutions  and  addressed  the  sale  of  mutual  funds.  I  be- 
lieve there  is  a  relationship  between  the  sale  of  mutual  funds  and 
investments  in  financial  derivatives.  In  the  last  several  years, 
banks  have  increased  their  sale  of  mutual  funds.  For  the  first  time 
in  history,  assets  of  mutual  funds  have  exceeded  assets  of  deposits. 
With  the  continuation  of  low  interest  rates,  riskier  investments 
have  become  more  popular. 

Derivatives  have  been  compared  to  the  high  risk,  high  yield  junk 
bonds  that  were  very  popular  in  the  1980's.  All  of  us  who  served 
on  the  Committee  on  Banking  remember  the  problem  those  junk 
bonds  created.  Derivatives  are  complex  financial  instruments 
whose  value  depends  upon  the  price  of  some  underlying  asset.  The 
market  for  over-the-counter  derivatives  is  basically  a  private  mar- 
ket. Until  recently,  public  investors  have  been  excluded  to  some  ex- 
tent. Little  information  is  available  about  the  transactions  and 
there  is  no  government  regulator  with  clear  jurisdiction. 

Derivatives  are  growing  and  expanding  at  a  rapid  pace  and  be- 
coming more  complex.  Often  the  derivative  is  misunderstood  by  the 
investor  or  the  broker  who  sells  them.  At  first,  it  appeared  most 
of  the  derivative  losses  were  from  corporations  or  financial  firms 
with  experienced  investment  officers.  Now  we  realize  that  even 


public  groups  and  colleges  have  reported  losses  from  derivatives  in 
1994. 

The  increased  activity  in  derivatives  will  eventually  affect  more 
and  more  consumers.  Just  last  week,  for  the  first  time  in  history, 
investors  in  a  money  market  fund  have  lost  money.  The  cause  of 
this  recent  loss  was  ill-timed  investments  in  derivatives.  The  fund 
experienced  a  small  loss  and  the  fund  catered  to  large  institutional 
investors. 

Money  market  funds  were  thought  to  be  a  safe  investment. 
Money  markets  have  grown  to  more  than  $600  billion  in  assets  and 
average  investors  are  using  these  funds  as  a  substitute  for  tradi- 
tional bank  passbook  savings  accounts.  These  funds  typically  in- 
vested in  short-term,  high-quality  securities  are  considered  among 
the  safest  investment  products  offered  by  mutual  funds  and  banks. 

However,  there  has  been  increasing  concern  about  the  losses 
from  derivatives  throughout  the  mutual  fund  industry.  Many  insti- 
tutions have  pumped  money  into  their  funds  to  prevent  a  loss  to 
investors.  Derivatives  have  been  the  cause  of  losses  to  these  funds. 

Currently,  there  is  a  misconception  among  the  average  investor, 
who  believes  they  have  made  a  totally  safe  investment.  Often  this 
investment  is  in  government  securities.  Investments  in  government 
securities  do  not  mean  the  Federal  Government  will  ensure  the  in- 
vestment. When  I  testified  about  the  sale  of  mutual  funds  by 
banks,  I  talked  about  the  confusion  of  the  scope  of  Federal  deposit 
insurance.  Many  depositors  are  not  clear  on  which  types  of  deposits 
are  covered  by  Federal  deposit  insurance.  So  many  consumers  be- 
lieve any  type  of  investment  instrument  from  the  depository  insti- 
tution is  covered  by  Federal  deposit  insurance. 

Last  fall,  I  introduced  the  Depository  Institution  Mutual  Fund 
Sales  Act.  This  legislation  placed  two  simple  requirements  on  de- 
pository institutions  to  notify  customers  who  purchased  mutual 
funds  on  the  premise  of  the  institution  that  mutual  funds  are  not 
insured  deposits. 

The  first  requirement  is  an  insured  depository  institution  shall 
require  any  person  who  sells  or  offers  for  sale  a  mutual  fund  to  dis- 
close in  writing  to  any  person  who  seeks  information  about  the  sale 
of  a  mutual  fund  that  they  are  not  insured  deposits.  The  second  re- 
quirement is  an  insured  depository  institution  should  include  in  ad- 
vertisements and  promotional  materials  or  other  items  the  infor- 
mation that  mutual  funds  are  not  covered  by  deposit  insurance. 

I  realize  the  scope  of  this  hearing  today  goes  beyond  the  sale  of 
mutual  funds  to  average  investors.  But  this  hearing  raises  an  im- 
portant issue — the  suitability  of  the  sale  of  derivatives.  Mutual 
funds  are  using  derivatives  more  frequently  and  the  average  inves- 
tor does  not  understand  the  concept  of  a  derivative  and  is  most 
likely  unaware  of  the  risk  involved  with  mutual  funds. 

I  am  not  here  this  morning  to  say  that  risky  investments  should 
not  be  sold.  But  the  investor  has  to  be  aware  of  the  risk  involved. 
As  our  financial  instruments  become  more  complicated  and  more 
global,  certain  types  of  investments  may  not  be  suitable  for  the  av- 
erage investor  or  public  institutions.  We  have  to  be  concerned 
about  the  suitability  of  derivatives  and  the  role  complex  financial 
instruments  play  in  the  marketplace. 


I  have  always  believed  banks  owe  an  explanation  to  their  cus- 
tomers about  the  scope  of  Federal  deposit  insurance.  Also,  those 
that  sell  derivatives  should  be  highly  trained  and  have  the  capabil- 
ity to  fully  explain  the  risks  involved  in  such  instances.  Adequate 
disclosure  by  financial  institutions  is  necessary. 

In  the  areas  of  both  mutual  funds  and  derivatives,  guidelines 
have  been  released  by  the  regulators.  However,  we  need  to  go  be- 
yond guidelines  in  order  to  ensure  that  the  investors  in  mutual 
funds  clearly  understand  the  product.  We  do  not  want  to  find  our- 
selves in  a  situation  where  the  average  investor  has  lost  his  life 
savings  in  mutual  funds  because  of  derivatives.  Congress  and  the 
Federal  regulators  need  to  take  another  look  at  the  derivatives  and 
mutual  fund  issue. 

Mr.  Chairman,  you  hit  the  nail  on  the  head  in  your  comments 
when  you  said,  if  I  can  accurately  quote  you,  we  tend  to  act  when 
things  are  crumbling  around  our  ears.  Mr.  Leach,  I  think,  properly 
said  as  well  the  Federal  Government  in  the  end,  whether  we  look 
at  it  or  not,  is  the  insurer  of  last  resort. 

The  proposal  I  offered  is  minimalist  in  nature.  All  I  suggested, 
as  I  did  last  spring,  is  that  the  average  consumer  be  informed  of 
the  risk  that  is  involved  upon  the  purchase  of  the  item  they  take 
from  the  bank. 

It  looks  as  though  there  are  five  or  so  members  serving  in  the 
top  row  that  I  had  the  pleasure  of  working  with  for  4  stormy  years. 
When  I  came  to  Congress,  we  were  in  the  midst  of  bailout  of  the 
S&Ls.  I  don't  have  to  remind  anybody  how  painful  that  was  for  all 
of  us. 

We  responded  in  this  committee  by  doing  the  right  thing,  and 
many  paid  an  awful  price  for  having  done  the  right  thing.  As  I  said 
many  times  at  home.  Congress  did  not  vote  to  bail  out  the  bankers. 
Congress  came  to  the  assistance  of  the  depositors.  That,  in  the  end, 
was  the  issue. 

What  I  would  suggest  today,  and  I  think  it  is  a  very  simple  mes- 
sage to  the  other  members  of  this  committee,  we  stayed  here  for 
night  after  night  after  night  trying  to  address  that  issue  and  how 
many  of  us  have  anecdotal  evidence  of  people  who  have  come  to  our 
offices  to  say,  yes,  our  lifetime  savings  was  insured  up  to  $100,000, 
I  had  no  idea  that  it  was  not  insured  beyond  that  number.  Extraor- 
dinary pain  was  caused  to  average  Americans. 

I  ask  for  no  new  bureaucratic  State.  I  ask  for  no  new  monitoring 
agency.  I  simply  ask  and  suggest  that  when  the  average  investor 
or  consumer  goes  into  a  bank,  that  all  they  have  is  an  opportunity 
to  be  informed,  with  a  line  that  they  may  sign  saying  they  were 
being  told  that  the  element  they  are  purchasing  is  not  insured  by 
the  Federal  Government. 

I  would  again  just  highlight  the  anguish  I  think  would  be  created 
if  we  don't  respond  affirmatively  to  this  issue.  I  thank  you  for  being 
so  kind  as  to  listen  to  me. 

[The  prepared  statement  of  Mr.  Neal  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you  very  much.  Congressman.  While  you 
were  a  member  of  this  committee,  you  might  have  been  new,  but 
you  came  aboard  running.  And  you  responded  very,  very  coura- 


geously  despite  very  heavy   pressure  at  a  very  critical  time   of 
turmoil. 

And  when  the  critical  issues  came  up,  such  as  hard-core  capital, 
and  goodwill,  you  remember  that,  you  stood  firm,  you  were  like  a 
rock.  And  the  record  will  show  that.  And  you  continue  to  stand 
firm  on  those  issues.  I  have  noticed  how  you  stood  up  in  the  Ways 
and  Means  Committee  for  what  I  consider  to  be  the  people.  That 
is  why  we  are  supposed  to  be  here.  I  have  always  said  that  when 
our  Judgment  Day  comes,  we  are  going  to  be  asked  one  question: 
Were  we  for  the  people  or  against  the  people?  That  is  all. 

In  this  case,  your  bill  is  very,  very  similar  to  the  one  I  had  intro- 
duced with  respect  to  the  disclosure  on  uninsured  mutual  funds. 
And  it  has  been  a  constant  source,  a  worrisome  source,  going  back 
more  than  two  decades. 

The  emergence  of  the  mutual  fund,  the  so-called  money  markets, 
in  the  1970  s,  and  the  corresponding  problem  that  had  arisen  for 
some  time  after  the  war  with  respect  to  the  vast  sea  changes  that 
were  occurring,  and  not  only  in  our  country,  but  throughout  the 
world.  And  also  the  fact  that  our  framework  of  institutional  and  fi- 
nancial reference  dated  back  to  the  Depression.  And  so  we  had 
what  was  then  called  the  nonbank  banking  activities,  and  cor- 
responding with  that  was  the  money  market  growth,  uninsured, 
but  which  took  off  because  of  high  yields  and  had  a 
disintermediating  impact  on  the  establishment  institutions,  com- 
mercial banks  and  the  like. 

This  is  why  the  so-called  Garn-St  Grermain  Act  in  1982  was 
pawned  off.  First  it  was  sold  as  this  is  going  to  save  the  Savings 
and  Loans.  And  I  couldn't  see  it.  But  anyway,  it  went  beyond  that, 
and  it  turned  out  to  be  the  largest  wholesale  revision  of  the  basic 
1935  Banking  Act  since  1935.  Everybody  became  a  banker. 

The  chairman  was  incensed  when  I  was  against  it,  I  was  the  only 
one  who  was,  and  I  said,  I  have  got  everybody,  every  single  finan- 
cial organization,  credit  unions,  banks,  they  are  all  for  this.  I  said, 
that  is  why  we  ought  to  look  at  it. 

I  was  looking  at  such  phrases  as  2  percent  equity  kicker,  which 
meant  that  through  legislative  fiat  we  were  going  to  make  an  oth- 
erwise insolvent  S&L  solvent. 

It  had  regulatory  accounting  standards.  And  when  I  asked,  why 
this  phrase,  nobody  answered.  Well,  I  was  still  against  it,  and  the 
rest  is  history. 

But  the  Congress  and  the  committee,  the  Congress  generally, 
never  addressed  these  other  questions  from  a  matter  of  policy. 
When  we  were  speaking  a  while  ago  about  the  Congress,  Mr.  Leach 
was  saying  it  is  the  Congress'  responsibility.  I  would  put  it  this 
way;  that  the  trouble  has  been  that  all  of  the  things  that  Congress 
should  have  confronted,  and  did  not  and  particularly  in  this  com- 
mittee. As  a  result,  vacuums  were  created  in  the  midst  of  our  soci- 
ety. We  were  getting  activities  that  were  going  to  determine  it 
anyway. 

And  so,  therefore,  the  courts  or  the  regulators,  as  in  the  case  of 
nonbank  banking  activities,  make  the  definers.  But  neither  the 
courts  nor  the  regulators  are  policymakers.  The  only  national  pol- 
icymaking body  is  the  Congress.  And  you  have  to  have  policy.  And 
this  is  where  we  are. 
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I  want  to  commend  you  and  express  my  profound  gratitude  to 
you,  Mr.  Neal,  because  you  have  continued  to  maintain  a  very,  very 
responsible  concern,  even  though  you  left  the  Banking  Committee, 
I  certainly  share  your  concern  by  demonstrating  that  my  bill  really 
kind  of  tracks  yours,  it  is  almost  identical.  But  there  is  one  case 
here  I  wanted  to  ask  you  about.  The  Community  Bankers  Mutual 
Fund  has  become  the  first  fund  to  cause  a  loss  to  its  investors.  At 
the  time  it  was  revealed,  the  fund  had  invested  over  43  percent  of 
its  assets  in  derivatives. 

Do  you  believe  it  is  proper  for  a  money  market  fund  to  invest 
such  a  high  proportion  of  its  assets  in  derivatives? 

Mr.  Neal  of  Massachusetts.  I  don't  think  that,  based  upon  the 
potential  risk  involved,  that  it  makes  good  sense.  My  role  here  this 
morning,  rather  than  to  speak  about  the  issue  of  risky  investments, 
is  really  to  parlay  to  the  consumer  my  belief  that  investors  should 
be  informed  of  the  risk  that  is  involved.  And  they  can  make  their 
own  judgment. 

But  you  also  indicated,  and  I  think  right  on  target,  again,  once 
the  issue  explodes,  no  matter  who  is  to  blame,  it  will  be  back  in 
front  of  us.  The  loser  inevitably  will  ask,  despite  the  fact  they 
might  be  great  champions  of  the  free  market,  they  will  ask  Con- 
gress to  bail  them  out.  The  precedent  is  there  every  single  time. 
The  simple  truth  is,  if  there  are  enough  small  investors.  Congress 
will  perhaps  respond  in  the  affirmative,  making  sure  that  what  we 
believe  today  to  be  a  huge  risk,  if  they  know  we  are  going  to  come 
to  their  assistance  in  the  end,  there  is  little  risk. 

The  Chairman.  Thank  you.  Mr.  Leach. 

Mr.  Leach.  I  will  examine  your  thoughts  with  great  care,  they 
are  appreciated. 

Mr.  Neal  of  Massachusetts.  I  miss  your  leadership,  Mr.  rank- 
ing minority  Member. 

The  Chairman,  Mr.  Baker. 

Mr.  Baker.  Thank  you,  Mr.  Chairman. 

I  just  wish  to  explore  a  little,  Mr.  Neal,  your  concerns  about  the 
market  and  what  you  have  identified  as  the  real  problem.  It  would 
appear,  at  least  from  a  brief  look  backward,  the  Comptroller  issued 
new  regulatory  requirements  last  spring  or  fall.  The  SEC  has  par- 
ticular obligations  with  regard  to  CMOs  and  mortgage  backed  secu- 
rities for  disclosure  and  review.  And  that  all  the  regulators,  at  least 
to  my  knowledge,  up  to  the  present  moment,  feel  that  the  regu- 
latory aspects  of  the  sale  of  derivatives  in  the  broad  sense  is 
adequate. 

And  when  you  begin  to  analyze  where  the  risks  are  occurring 
and  the  losses  are  occurring,  it  seems  to  be  in  a  relatively  narrow 
range  of  transactions.  In  a  moment,  we  will  hear  from  an  individ- 
ual from  the  Bank  of  America,  for  example.  I  was  looking  through 
their  testimony  that  they  will  give  shortly,  and  without  discussing 
it  out,  there  was  no  loss  in  the  Pacific  Horizon  Fund,  for  example, 
in  interest  rate  risk  swaps.  That  is  one  of  those  things  where  peo- 
ple generally  see  it  as  a  very  technical  and  complex  issue. 

There  were  no  currency  swaps,  equity  swaps,  commodity  price 
swaps,  where  there  were  losses  that  occurred.  It  all  happened  in 
one  very  narrow  range  relating  to  mortgage-backed  securities. 


And  as  I  got  further  into  it,  I  realized  that  that  is  all  housing 
related,  which  generally  is  viewed  as  a  more  solid  area  of  long-term 
risk,  and  that  as  interest  rates  began  to  go  up,  the  yield  and  face 
value  of  those  assets  went  down,  and  that  in  fact  the  reason  for  the 
losses  was  not  misinformed  speculative  judgment,  but  market 
changes  in  interest  rate  return. 

I  read  in  the  morning  Business  Magazine  section  about  an  insti- 
tution which  is  going  to  post  significant  loss  because  they  are  sell- 
ing off  securities  at  a  low  rate,  character  them  in  and  buying  secu- 
rities at  a  higher  rate,  and  so  in  that  business  quarter,  they  will 
actually  show  a  loss.  The  reality  is,  over  the  life  of  the  investment, 
they  will  actually  make  more  money.  They  are  taking  a  short-term 
loss  to  have  long-term  gain. 

I  guess  my  summary  here  is  that  unless  you  have  information 
that  is  different  from  my  view  about  the  history  of  profits  and 
losses  in  the  derivatives  market,  it  would  appear  that  the  losses 
primarily  are  occurring  most  of  the  time  by  folks  who  are  making 
a  best  guess  as  to  what  future  market  conditions  will  be.  They  bet 
and  they  lose. 

It  is  not  a  lack  of  disclosure  or  knowledge  made  available.  As  a 
matter  of  fact,  the  Comptroller's  circular  made  it  very  clear  as  to 
what  disclosures  should  be.  The  SEC  reviews  it  very  carefully. 
There  are  many  competent,  experienced  people  in  many  cases  mak- 
ing bets  with  their  capital  and  they  are  losing. 

I  am  very  reluctant  to  put  government  in  me  business  of  backing 
up  those  business  losses.  Somewhere — otherwise,  I  certainly  would 
like  to  have  more  help  in  my — in  your  thrift  fund.  You  may  partici- 
pate as  a  Member  in  Congress  saving  each  year.  You  look  at  the 
beginning  of  the  year  and  say,  should  I  invest  in  the  stock  market, 
should  I  be  in  government  securities,  in  bonds?  And  you  take  a 
risk.  I  haven't  been  too  good  at  it.  Most  of  the  time  I  didn't  make 
a  lot  of  money  on  it.  But  if  you  want  to  pay  off  those  losses,  I  would 
be  tickled. 

There  are  market  risks.  People  will  lose  money  but  people  will 
make  money.  The  view  that  disclosure  is  certainly  appropriate,  but 
I  don't  know  that  we  ought  to  go  any  further  than  disclosure  unless 
there  are  facts  that  indicate  losses  occurred  from  other  reasons. 

Mr.  Neal  of  Massachusetts.  Thank  you,  Mr.  Baker. 

My  point  this  morning  is  disclosure.  If  I  can  bring  up  one  of  the 
glitzy  issues  we  have  carefully  enameled  in  our  memories,  do  you 
remember  the  BIC  and  the  GIC  issue?  I  carried  that  measure  in 
the  committee.  That  was  for  very  sophisticated  investors.  The  idea 
being  that  why  should  the  Congress  or  the  government  insure  the 
risk  of  very  sophisticated  investors?  My  point  here  today  is  not  to 
say  people  shouldn't  take  risks,  that  is  up  to  them. 

All  I  am  saying  is  that  this  issue  will  end  up  before  this  commit- 
tee, it  will  end  up  before  the  Congress  again  when  there  is  a  col- 
lapse. And  argument  will  be  made  to  us,  we  were  never  properly 
informed  of  the  risk  that  is  involved.  That  is  the  way  it  plays  out. 
That  is  the  reality  of  it. 

All  I  am  suggesting  to  you  today  is  not  an  attempt  by  the  govern- 
ment to  tamper  with  the  risks  that  are  involved  as  much  as  to  sim- 
ply say  and  point  out  to  people  at  every  conceivable  interval,  we 
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want  you  to  know  of  the  risk  that  is  involved.  That  is  my  only  ar- 
gument this  morning. 

The  Chairman.  Mr.  Kennedy. 

Mr.  Kennedy.  I  don't  have  any  questions.  I  just  want  to  con- 
gratulate Mr.  Neal  on  his  informative  testimony  and  indicate  his 
concerns  about  derivatives  have,  I  think,  echoed  very  strongly  the 
concerns  that  you  have  earlier  articulated,  Mr.  Chairman. 

I  just  look  forward  to  working  with  him  as  we  go  down  the  road 
here  in  terms  of  trying  to  make  certain  that  the  bad  memories  that 
Mr.  Neal  was  referring  to  that  he  had  from  serving  on  this  commit- 
tee will  never  again  be  returned  to,  and  hopefully  some  of  the  good 
ones  that  he  and  I  share  together  will  be  foremost  in  his  mind. 

Mr.  Neal  of  Massachusetts.  There  were  good  memories  of  the 
committee  and  bad  memories  of  the  issues. 

The  Chairman.  Well,  you  served  very  courageously.  And,  fortu- 
nately, you  weren't  wounded  or  anything.  We  couldn't  award  you 
the  Banking  Committee  Purple  Heart  for  that  reason.  Ones  that 
got  the  Purple  Heart  lost  the  election. 

Mr.  Thomas. 

Mr.  Thomas.  Just  very  quickly,  you  mentioned  I  believe  in  your 
testimony  that  when  people  go  to  a  bank,  they  have  certain  expec- 
tations. Is  it  your  contention  that  most  of  these  are  handled 
through  banks? 

Mr.  Neal  of  Massachusetts.  No.  My  contention  is,  what  I  was 
trying  to  do  this  morning  was  to  follow  up  on  testimony  I  had  of- 
fered in  the  springtime,  and  what  concerns  me  is  that  as  banks 
have  moved  into  the  sale  of  mutual  funds  more  and  more,  which 
I  have  no  objection  to,  my  problem  is  that  I  believe  that  the  aver- 
age consumer,  based  upon  polling  that  I  have  seen  published,  an 
overwhelming  number  of  people  in  America  today  who  purchase 
mutual  funds  through  banks  believe  that  the  risk  is  covered  by 
Federal  deposit  insurance. 

And  I  proposed  back  in  the  springtime  a  single  sheet  of  paper 
where  the  bank  would  say  to  the  consumer  at  time  of  purchase, 
read  this  and  understand  it  is  not  covered  by  the  Federal  Deposit 
Insurance  Corporation,  Simple  signature,  end  of  the  game. 

Mr.  Thomas.  Would  that  extend  to  securities  or  just  banks? 

Mr.  Neal  of  Massachusetts.  I  would  prefer  at  this  time  to  indi- 
cate banks.  That  is  the  nature  of  my  visit  this  morning. 

Mr.  Thomas.  I  glanced  at  the  testimony  this  morning,  and  few 
of  them  deal  with  banks. 

Mr.  Neal  of  Massachusetts.  I  was  trying  to  segue  my  way  into 
the  issue  brought  up  into  the  springtime. 

Mr.  Thomas.  I  see.  Well,  you  succeeded.  Thank  you. 

The  Chairman.  How  many  have  questions  for  the  Congressman? 
If  not,  thank  you  very  much. 

Mr.  Neal  of  Massachusetts.  Thank  you,  Mr.  Chairman.  It  is 
nice  to  be  with  you  again. 

The  Chairman.  We  deeply  appreciate  it. 

Our  second  panel  consists  of  Mr.  Lewis  W.  Teel,  the  executive 
vice  president  of  the  Bank  of  America;  Mr.  Roger  Fink,  Charles 
County  attorney,  Charles  County,  Maryland;  Dr.  Phillip  Speegle, 
president,  Odessa  College;  and  Mr.  Vernon  Hill,  member,  Shoshone 
Business  Council,  Eastern  Shoshone  Tribe. 
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Gentlemen,  is  there  any  objection  that  I  recognize  you  in  the 
order  that  we  introduced  you?  In  that  case,  we  will  recognize  Mr. 
Teel  first. 

STATEMENT  OF  LEWIS  W.  TEEL,  EXECUTIVE  VICE  PRESIDENT, 

BANK  OF  AMERICA 

Mr.  Teel.  Thank  you,  Mr.  Chairman. 

Thank  you  for  inviting  me  here  today.  My  name  is  Lewis  Teel. 
I  have  two  jobs  at  Bank  of  America.  I  am  responsible  for  risks 
management  for  all  trading  activities,  including  derivatives,  at  the 
company.  And  since  May,  I  have  also  been  overseeing  the  mutual 
funds  that  we  offer.  I  am  pleased  to  offer  Bank  of  America's  views 
at  this  hearing.  I  have  submitted  longer  written  testimony,  and  I 
would  ask,  Mr.  Chairman,  that  it  be  submitted  for  the  record. 

Chairman  Gonzalez,  in  your  letter  of  invitation  you  asked  that 
I  discuss  the  facts  of  the  derivatives  losses  suffered  by  money  mar- 
ket funds  advised  by  Bank  of  America,  and  the  subsequent  decision 
by  BankAmerica  Corp.,  to  cover  these  losses  with  payments  into 
tne  funds.  We  appreciate  this  opportunity  to  cover  the  story  be- 
cause the  press  has  consistently  misunderstood  what  went  on  in 
the  company.  Before  I  do,  let  me  describe  Bank  of  America's  deriva- 
tives activities  and  how  we  view  this  important  market. 

Bank  of  America  is  both  a  dealer  and  major  end-user  of  deriva- 
tives. According  to  last  Friday's  American  Banker,  we  were  the 
sixth  largest  U.S.  bank  derivatives  dealer  ranked  by  notional 
amount.  As  an  end-user.  Bank  of  America  hedges  a  variety  of  its 
own  exposures  using  derivatives.  The  reason  these  products  are 
used  is  simple.  They  are  the  cheapest,  least  risky  way  to  reduce  the 
risks  associated  with  our  primary  business  of  banking. 

Our  experience  as  a  successful  user  of  derivatives  is  paralleled 
by  that  of  thousands  of  institutions  throughout  the  United  States, 
many  of  whom  are  our  customers.  Derivatives  are  used  by  corpora- 
tions to  help  stabilize  their  cash-flows.  This  stability  encourages 
greater  long-term  investment  which  is  the  foundation  for  business 
growth.  Ultimately,  this  translates  into  higher  employment,  higher 
standards  of  living. 

Mr.  Chairman,  much  of  the  press  is  using  the  "D"  word  as  the 
latest  scare  story.  Let  me  talk  a  minute  about  the  "H"  word,  home 
loans.  The  home  loan  market  today  wouldn't  exist  as  we  know  it 
if  it  weren't  for  derivatives.  When  I  got  my  first  home  loan  25  years 
ago,  there  was  one  flavor — 30-year  fixed,  and  you  found  out  what 
your  rate  was  on  the  day  you  closed  the  loan. 

Today,  when  you  go  into  any  bank  or  savings  and  loan  or  mort- 
gage broker,  what  you  get  is  a  fixed  rate  guaranteed  for  60  days. 
If  the  rate  goes  up,  you  don't  suffer,  but  if  the  rate  goes  down,  you 
get  the  benefit  from  that.  These  companies  use  options,  a  deriva- 
tive. Your  mortgage  can  have  a  matter  of  floating  rates  to  meet 
your  particular  financial  situation.  They  do  that  using  interest  rate 
slots  and  other  forms  of  derivatives.  Without  derivatives,  the  mort- 
gage market  would  not  look  as  it  does  today.  It  would  not  be  pro- 
viding the  benefits  for  homeowners  that  mortgages  provide. 

In  sum,  derivatives  are  important  and  powerful  tools  for  manag- 
ing a  variety  of  risks.  We  believe  the  benefits  to  our  customers,  to 
our  shareholders,  and  to  financial  markets  participants  generally 
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are  enormous,  far  exceeding  the  costs  of  losses  such  as  those  re- 
ported in  the  press  recently. 

But  all  the  instruments  and  techniques  in  the  world  do  not 
change  the  fact  that  people  make  the  decisions.  We  try  to  encour- 
age our  clients  to  use  derivatives  wisely.  We  try  to  do  the  same 
ourselves. 

This  means  that  users  need  to  understand  the  instruments  being 
used,  what  the  potential  risks  are  and  how  it  will  help  them 
achieve  financial  objectives.  But  it  is  simply  not  possible  to  legis- 
late away  risk  taking. 

Derivatives,  like  cash  instruments  can  be  used  to  take  risks  as 
well  as  reduce  them.  For  many  institutions,  choosing  not  to  hedge 
can  create  just  as  large  a  risk  position  as  outright  position  taking. 

For  every  story  that  has  appeared  in  the  press  about  a  deriva- 
tives user  that  has  lost  money  on  ill-advised  transactions,  there  are 
hundreds,  probably  thousands  more  than  have  benefited  from  their 
use. 

The  role  of  management  of  the  user  cannot  be  overemphasized. 
In  every  financial  institution  with  complex  problems,  senior  man- 
agement, not  just  the  Treasury  Department,  should  understand  the 
strategy,  the  manner  in  which  it  will  be  implemented,  and  all  of 
the  complex  financial  instruments  employed. 

Every  institution  ought  to  have  an  independent  source  of  evalua- 
tion of  the  activities  of  the  Treasury  Department,  watching  over 
their  shoulder  and  providing  information  to  senior  management. 
Judging  from  the  recent  press  reports,  many  of  the  so-called  de- 
rivatives horror  stories  seem  to  involve  breakdowns  in  these  fun- 
damental management  principles. 

Let  me  now  turn  to  the  facts  surrounding  BankAmerica  Corp.'s 
contributions  to  our  money  market  funds  and  try  to  offer  some  per- 
spective on  the  role  of  structured  notes  in  this  situation. 

The  Pacific  Horizon  Prime  and  Grovernment  Funds  are  two  no- 
load,  money  market  funds  offered  by  Pacific  Horizon  Funds,  Inc., 
an  open-end  management  investment  company  registered  with  the 
Securities  and  Exchange  Commission  under  the  Investment  Com- 
pany Act  of  1940.  The  Pacific  Horizon  Prime  Fund  has  been  in  ex- 
istence since  March  30,  1984.  The  Grovernment  Fund  was  originally 
established  on  June  4,  1990. 

Bank  of  America  is  investment  adviser  to  those  funds.  Predomi- 
nantly, institutional  investors  put  money  into  these  funds.  At  var- 
ious points  from  1992  to  October  1993,  the  prime  and  government 
funds  acquired  variable  and  floating  rate  notes  issued  by  U.S.  Gov- 
ernment sponsored  entities  such  as  Fannie  Mae. 

Congressman  Baker  said  that  these  were  mortgage  notes.  Sir,  I 
would  like  to  say,  these  were  not  mortgage-related  notes.  These 
were  straight  debt  obligations  of  the  government  entities,  govern- 
ment-sponsored entities.  They  were  not  collateralized  mortgage  ob- 
ligations in  any  way,  shape,  or  form.  They  were  straight  notes  that 
paid  a  floating  rate  of  interest. 

The  floating  rates  of  interest  varied  according  to  some  formulas 
such  as  the  prime  rate  or  the  11th  district  cost  of  funds.  These  in- 
struments have  been  referred  to  as  derivatives  in  the  press.  I 
think — a  lot  of  people  quarrel  with  this  characterization.  They  were 
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not  included  as  derivatives  in  the  most  recent  FASB  release  on  the 
new  accounting  standards  for  derivatives. 

These  notes  were  certainly  not  exotic  derivatives.  They  were 
plain  vanilla,  if  you  are  going  to  say  thev  are  derivatives.  They  met 
all  criteria  for  government  funds  and  were  permissible  invest- 
ments. They  did  not  amount  to  more  than  10  percent  of  the  fund's 
investments  at  the  time  they  were  purchased. 

Now,  last  February  when  the  Federal  Reserve  began  a  series  of 
four  interest  rate  increases  in  4  months,  as  nets  the  fund  began  to 
decline  sharply,  the  prime  fund  experience  redemptions  of  over  $7 
billion  as  investors  jumped  out  to  get  higher  overnight  yields  that 
were  possible. 

To  meet  the  demand  for  redemptions,  the  prime  fund  was  obli- 
gated to  sell  off  portions  of  their  investments.  These  losses  had 
nothing  to  do  with  the  fact  that  they  were  structured  notes  or  de- 
rivatives. It  is  just  that  they  had  a  maturity  a  little  longer  than 
the  rapid  recess  that  the  Federal  Reserve  was  resetting  interest 
rates  to. 

Rather  than  permit  the  net  asset  value  of  the  fund  shares  to  fall 
to  break  the  buck,  as  they  say  in  the  mutual  fund  terminology, 
BankAmerica  Corp.,  the  holding  company,  not  the  bank,  elected  to 
make  a  capital  contribution  to  the  fund.  In  June,  SEC  warnings  in 
the  press  about  the  use  of  structured  notes  by  money  market  funds 
and  the  continuing  references  to  these  instruments  as  derivatives 
led  to  an  increase  in  redemptions  in  the  funds.  In  the  light  of  mar- 
ket conditions  and  concerns  expressed  about  this  situation.  Bank  of 
America  decided  to,  and  proceeded  to,  sell  all  of  the  structured 
notes  in  the  funds. 

Price  measures  on  the  structured  notes  resulted  in  losses  at  the 
time  of  sale  amounting  to  2  to  4  percent  of  the  value  of  the  notes 
sold.  These  were  not  the  30  to  40  percent  losses  experienced  by 
people  who  were  with  the  more  exotic  notes  that  collateralized 
mortgage  obligations. 

All  told,  BankAmerica  Corp.,  made  voluntary  capital  infusions  to 
the  prime  fund  and  government  fund  totaling  $82.9  million,  the 
$67  million  report  in  our  second  quarter  statements,  and  $15  mil- 
lion that  occurred  in  the  third  quarter.  BankAmerica  Corp.,  had  no 
legal  obligation  to  take  any  action  to  maintain  the  net  asset  value 
of  the  funds.  And  the  risks  to  investors  were  clearly  disclosed  on 
the  prospectus.  In  our  statements,  the  investors  do  sign  a  line  that 
says,  I  have  read  that  statement  on  the  front  of  the  prospectus  that 
Congressman  Neal  said  he  thought  would  be  useful. 

Management  decided  to  make  the  capital  contributions  to  foster 
the  bank's  important  mutual  fund  advisory  role,  to  protect  the 
bank's  core  customer  franchise,  and  to  safeguard  the  reputation  of 
the  bank  and  the  market.  In  the  end,  we  felt  that  the  bank's  clients 
had  invested  in  these  money  market  funds  in  part  due  to  the 
bank's  preeminent  quality  of  service  and  reputation  across  products 
lines.  We  did  not  lose  sight  of  that  fact  when  we  considered  the  op- 
tions available. 

Although  our  policies  and  procedures  were  in  full  compliance 
with  applicable  law  and  regulation  throughout  this  period,  this  ex- 
perience has  led  us  to  improve  our  policies  and  procedures  with  an 
emphasis  on  risk  control.  Most  importantly,  fundamentally,  we  do 
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not  believe  that  this  event  was  essentially  related  to  derivatives,  or 
that  it  in  any  way  demonstrates  the  need  for  derivatives  legis- 
lation. Fundamentally,  the  problem  came  about  because  the  in- 
vestment decisions  were  mismatched  to  the  highly  interest-rate 
sensitive  client  base  in  the  fund  in  the  rising  interest  rate  environ- 
ment that  we  found  ourselves  in. 

Structured  notes  contributed  to  the  problem  but  it  could  just  as 
easily  have  arisen  without  such  notes  depending  on  the  weighted 
average  maturity  of  the  fund.  I  understand  that  at  least  one  fund 
has  made  contributions  to  the  fund  as  a  result  of  selling  straight 
U.S.  Treasury  bonds. 

It  is  also  important  to  put  BankAmerica  Corp.'s  capital  contribu- 
tion to  the  Pacific  Horizon  Funds  in  perspective.  We  are  in  the 
business  of  managing  all  kinds  of  risks.  BankAmerica  sustained 
$525  million  in  credit  losses  in  the  first  half  of  1984 — 1994,  this 
same  period.  But  we  still  earned  over  $1  billion  after  paying  taxes 
to  a  variety  of  United  States,  State,  and  foreign  governments. 

This  did  not  sour  us  on  lending  as  a  business.  Losses  in  some  ac- 
tivities are  expected  but  they  are  generally  balanced  out  by  gains 
elsewhere.  Management  and  the  risk  control  process  must  ensure 
that  exposure  to  loss  is  appropriate  in  light  of  the  resources,  the 
capital,  and  the  earnings  available  to  absorb  them. 

We  have  approximately  $2  billion  of  earnings  on  an  annual  basis 
today  and  have  $17  billion  of  shareholder  capital  to  absorb  such 
risks. 

Mr.  Chairman,  thank  you  very  much  for  the  opportunity  to  tes- 
tify, and  I  will  answer  any  questions  that  you  may  have. 

[The  prepared  statement  of  Mr.  Teel  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you. 

Mr.  Fink. 

STATEMENT  OF  ROGER  FINK,  CHARLES  COUNTY  ATTORNEY, 

CHARLES  COUNTY,  MD 

Mr.  Fink.  Mr.  Chairman,  members  of  the  committee,  my  name 
is  Roger  Fink.  I  am  the  county  attorney  for  Charles  County,  Mary- 
land. I  have  submitted  written  testimony.  I  will  just  try  and  sum- 
marize it  as  quickly  as  I  can. 

Charles  County's  tale  of  woe  began  in  February  1992  when  an 
employee  in  the  County  Treasurer's  Office  began  investing  surplus 
county  funds  in  mortgage  backed  securities.  Twenty-nine  months 
later  the  county  commissioners,  the  chief  executive  and  legislative 
body,  discovered  that  all  of  the  county's  available  operating  funds, 
approximately  $31  million,  was  tied  up  in  a  portfolio  consisting  en- 
tirely of  such  securities. 

Over  $1  million  had  been  lost  already  in  recent  trades.  The  cap- 
ital needed  to  run  the  county  government  for  the  past  few  weeks 
'had  come  from  reverse  repurchase  transactions  in  these  securities 
with  lenders  in  order  to  raise  the  liquid  capital,  and  the  county's 
bond  rating  was  in  jeopardy. 

Charles  County  had  a  cash-fiow  and  liquidity  crisis.  This  crisis 
was  complicated  by  the  fact  that  the  Treasurer's  investment  au- 
thority was  expressly  limited  by  public  local  law  to  short-term  in- 
vestments in  U.S.  Government  securities. 
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These  securities  trades  legally,  then,  were  ultra  vires  beyond  the 
legal  and  lawful  authority  of  the  Treasurer  and,  under  that  legal 
doctrine,  were  void  ab  initio.  That  means  they  were  not  voidable. 
They  never  legally  occurred,  which  means  there  was  no  authority 
to  ratify  the  transactions,  which  meant  we  were  holding  somebody 
else's  securities  and  they  had  our  money. 

The  county  immediately  filed  suit  for  emergency  relief  in  Federal 
Court  to  undo  the  trades  so  that  the  securities  could  be  liquidated. 
In  response  to  the  county's  suit,  one-half  of  the  broker  dealers  have 
now  made  the  county  whole.  They  returned  all  of  the  money  that 
we  put  into  the  investments  plus  they  agreed  to  pay  us  an  imputed 
interest  rate  equal  to  a  6-month  Treasury  bill  rate,  plus  we  went 
back  through  our  portfolio  over  the  2  years  and  if  there  were  any 
losses,  they  made  us  good  on  those. 

The  remaining  six  defendants  in  the  litigation  have  agreed  to 
Court-ordered  liquidation  of  the  securities  in  order  to  make  a  sum 
certain  the  future  risk  of  the  parties  involved,  and  the  litigation  is 
proceeding  against  these  defendants  for  approximately  $8.5  million 
in  damages  that  the  county  alleged  it  has  suffered  or  may  suffer, 
and  additional  relief.  It  is  also  likely  that  additional  lawsuits  will 
have  to  be  filed. 

The  county  has  now  recouped  approximately  $28  million  back 
into  its  Treasury,  and  has  thus  survived  its  liquidity  crisis.  But  as 
to  the  county's  portfolio,  it  was  not  only  unlawful  but  it  was  also 
unsuitable.  One-third  of  the  securities  were  in  derivatives,  about  a 
third  were  in  structured  notes,  which  are  also  leveraged  instru- 
ments, even  though  I  would  hardly  call  the  ones  we  had  plain  va- 
nilla in  that  the  only  difference  in  terms  of  them  being  derivatives 
versus  notes  is  whether  they  are  mortgage-backed,  leveraged  in- 
struments, or  whether  they  are  debt-backed,  leveraged  instru- 
ments. And  then  a  third  in  other  collateralized  mortgage  obliga- 
tions with  esoteric  pricing  mechanisms.  These  types  of  securities 
could  not  meet  the  investment  goals  of  any  local  government, 
which  must  be  safety,  preservation  of  principal,  and  liquidity. 

The  risk  of  gain  or  loss  in  these  investments  is  so  difficult  to  pre- 
dict that  they  are  not  appropriate  for  a  local  government.  It  seems 
that  these  types  of  trades  have  approached  a  very  fine  line  between 
investing  and  gambling.  In  terms  of  the  type  of  relief  that  would 
have  helped  in  this  situation,  certainly  a  term  that  Congressman 
Neal  used  earlier  was  disclosure.  If  the  brokers  would  sign  off  on 
what  they  are  selling,  that  it  complies  with  their  own  guidelines, 
I  think  that  would  help.  That  is  a  very  simple  thing  to  do. 

Another  thing  that  we  noticed  in  trying  to  review  these  trans- 
actions is  that,  although  we  haven't  confirmed  it,  we  believe  that 
as  there  are  secondary  markets  for  mortgages,  there  are  also  sec- 
ondary markets  for  derivatives  and  structured  notes,  and  perhaps 
the  first  time  they  are  traded  to  the  more  prioritized  investors  for 
a  broker  dealer,  they  may  have  some  intrinsic  value  at  that  time. 
But  once  they  have  to  be  sold  and  they  are  bought  back  by  the 
broker-dealers,  then  they  have  to  be  sold  again,  and  then  they  have 
to  be  sold  again.  And  as  they  are  sold  down  to  regional  broker- 
dealers  and  then  to  smaller  unsophisticated  investors,  the  value 
and  the  leveraged  nature  of  these  instruments  and  the  remoteness 
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in  time  from  the  original  indices  or  indexes  they  were  tied  to  in 
value  becomes  even  more  remote  and  difficult  to  value. 

So  then  you  reach  an  issue,  I  think  it  is  referred  to  in  the  trade 
as  value  transparency,  that  the  person  buying  them  has  no  way  to 
go  to  some  substantial  source  readily  and  say,  oh,  I  am  buying  this 
and  it  is  worth  this  amount  of  money  at  this  time. 

Valuing  these  items  after  they  have  been  out  in  the  market  for 
some  time  is  extremely  complicated,  and  takes  hours  of  usually 
software  runs  through  particular  programs  in  order  to  try  and  cal- 
culate their  current  market  value.  And  that  doesn't  take  into  ac- 
count the  always  uncertain  marketplace,  of  are  there  any  buyers 
out  there. 

Also,  a  percentage  cap  for  a  portfolio  would  have  also  helped  alle- 
viate some  of  the  crisis.  Obviously,  if  hedges  are  important,  you 
don't  use  your  whole  portfolio  as  a  hedge. 

I  thank  you  for  the  opportunity  to  come  in  here  and  tell  our  tale 
of  woe. 

[The  prepared  statement  of  Mr.  Fink  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you  very  much,  Mr.  Fink. 

Dr.  Speegle. 

STATEMENT  OF  PHILIP  SPEEGLE,  PRESIDENT,  ODESSA 

COLLEGE 

Mr.  Speegle.  Mr.  Chairman,  members  of  the  committee,  al- 
though I  am  certainly  not  happy  to  be  in  the  circumstances  which 
make  this  testimony  possible,  the  board  of  trustees  of  Odessa  Col- 
lege and  I  have  volunteered  to  share  with  you  some  of  the  experi- 
ences regarding  investments  in  hopes  that  we  may  convey  to  you 
some  of  our  difficulties  and  possibly  prevent  the  same  types  of 
problems  happening  to  other  institutions. 

Odessa  College  is  a  moderately  sized  community  college  in  west 
Texas.  It  is  a  political  subdivision  of  the  State  of  Texas  and  its  gov- 
erning body  consists  of  a  nine-member  board  of  trustees  elected 
from  single-member  districts.  The  college  serves  the  citizens  of 
Ector  and  surrounding  counties.  The  college  presently  serves  ap- 
proximately 4,600  credit  students  with  a  noncredit  enrollment  in 
excess  of  10,000  students.  It  has  334  full-time  and  460  part-time 
employees.  The  total  operating  budget  for  the  college  is  about  $25 
million. 

There  are  some  special  factors  which  are  important  to  note  in  un- 
derstanding our  predicament.  Odessa  is  primarily  an  oil-based 
economy.  As  you  are  aware,  oil  prices  have  gone  down  in  the  past 
few  years,  creating  a  significant  decrease  in  the  mineral  values  in 
Ector  County.  This  means  that  the  ad  valorem  tax  base  of  the  col- 
lege has  been  reduced  frequently  in  the  past  few  years.  State  ap- 
propriations for  community  colleges  in  Texas  have  been  under  in- 
creasing attack.  The  per  capita  income  for  student  enrollment  has 
decreased  causing  a  weakening  of  the  State  appropriation  over  the 
past  few  years. 

Odessa  College  has  traditionally  been  very  conservative  in  finan- 
cial and  fiscal  matters  and  has  worked  diligently  to  keep  our  ad  va- 
lorem tax  rates  as  low  as  possible.  With  the  cost  of  education  in- 
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creasing  and  revenues  periodically  declining,  the  source  of  funding 
was  becoming  more  challenging. 

Odessa  College  traditionally  invested  its  funds  in  certificates  of 
deposit  or  Treasury  bills,  but  in  the  late  1980's  or  early  1990's,  the 
rates  of  return  on  these  types  of  investments  were  pitifully  low. 
The  Texas  Public  Funds  Investment  Act  specifically  authorized 
other  types  of  investments  besides  certificates  of  deposit  or  Treas- 
ury bills.  Among  those  authorized  investments  were  collateralized 
mortgage  obligations  directly  issued  by  a  Federal  agency  or  instru- 
mentality of  the  United  States. 

It  is  our  understanding  that  these  CMOs  in  which  we  invested 
were  triple  A  rated  and  guaranteed  by  the  Federal  National  Mort- 
gage Association  and  Federal  Home  Loan  Mortgage  Corporation. 
One  would  think  on  the  surface,  how  much  safer  could  you  be?  But 
recent  events  would  indicate  to  the  contrary. 

I  want  to  emphasize  at  this  point  that  we  are  a  relatively  small 
college.  We  cannot  afford  and  do  not  have  a  sophisticated  invest- 
ment staff  who  can  understand  and  fully  appreciate  sophisticated 
investment  instruments.  Our  chief  financial  officer  at  the  time  of 
these  investments  was  the  person  primarily  responsible  for  making 
investments.  Let  me  point  out,  however,  that  he  had  many  other 
duties.  He  was  also  in  charge  of  the  maintenance  and  repair  of 
buildings,  the  grounds,  the  custodian  services,  the  personnel,  pay- 
checks, the  accounting  system,  purchasing  and  inventory,  and 
many  other  duties. 

Between  1990  and  the  fall  of  1993,  the  college's  investment  in 
CMOs  produced  a  good  rate  of  return  and  there  was  no  indication 
of  problems  regarding  these  investments.  I  believe  that  neither  the 
financial  officer,  the  board  of  trustees,  nor  I  had  any  significant  un- 
derstanding of  the  true  risk  we  were  taking  by  investing  in  the 
CMOs. 

The  returns  we  received  on  our  investments  were  utilized  to  sup- 
plement our  increasing  budget  needs  and  to  hold  down  the  need  for 
increasing  our  ad  valorem  tax  rate.  In  retrospect,  it  is  quite  easy 
to  say  we  should  have  realized  the  profits  that  we  were  making 
had  to  involve  substantial  risk.  However,  in  the  years  in  which  we 
were  successful,  we  never  experienced  any  difficulty  in  selling  the 
CMOs  at  any  time  in  order  to  meet  the  financial  obligations  of  the 
college. 

In  1994,  interest  rates  began  to  rise.  Suddenly,  the  college  was 
faced  with  the  situation  that  the  investments  had  become  difficult 
to  sell  and  if  sold,  would  bring  50  percent  or  less  of  the  original 
purchase  price.  The  reduction  in  value  occurred  quickly  and  over 
a  very  short  period  of  time.  We  were  in  shock. 

Scrambling  to  keep  the  doors  of  the  institution  open,  we  did  sell 
a  portion  of  the  investments  at  a  loss  of  $2.7  million  in  order  to 
make  the  March  1994  payroll.  This  bought  us  enough  time  to  con- 
sult with  financial  advisers  and  bond  counsel  who  quickly  analyzed 
our  situation  and  suggested  the  best  course  of  action  was  to  hold 
the  investments  as  opposed  to  selling  them  into  a  panic  market 
that  could  result  in  a  loss  of  $10  to  $12  million  to  the  college. 

The  college  was  now  facing  a  crisis.  We  were  able  to  negotiate 
a  loan  by  virtue  of  a  bond  issue  with  one  of  our  local  banks.  This 
bond  issue  was  for  $6  million  and  could  be  drawn  on  as  needed. 
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This  allowed  us  to  make  future  payroll,  meet  accounts  payable,  and 
keep  the  institution  solvent.  Because  of  other  debts,  the  college 
filed  and  successfully  completed  a  validation  suit  that  allowed  us 
to  complete  an  additional  bond  issue  for  $6.2  million  which  was  ne- 
gotiated and  sold  to  another  bank  in  Odessa.  This  second  bond 
issue  allowed  us  to  pay  a  tax  anticipation  note  of  approximately  $4 
milHon  and  to  provide  additional  operating  funds  and  cash-flow  to 
complete  the  1993-1994  school  year  and  provide  financial  solvency 
for  the  1994-1995  year. 

Because  of  this  large  debt  we  had  suddenly  acquired,  the  college 
had  to  reduce  the  operating  budget  for  1994-1995  by  $2.05  million. 
We  very  strongly  reduced  any  travel  and  greatly  reduced  capital 
outlay  and  equipment  for  the  institution.  We  instituted  a  hiring 
freeze  and  have  made  every  effort  not  to  replace  anyone  who  leaves 
employment  at  the  institution.  We  have  basically  reduced  the  ex- 
penditures in  nearly  all  areas.  We  eliminated  one  long  distance 
service  that  we  had  and  accelerated  some  plans  we  had  to  reduce 
our  athletic  program.  We  even  cut  utility  bills,  in  west  Texas  per- 
haps the  least  popular  move  among  the  students,  but  we  did  it. 

Even  with  the  drastic  budget  reductions,  it  was  necessary  to  im- 
plement an  ad  valorem  tax  increase  of  7.2  percent.  As  you  can  ap- 
preciate, no  elected  official  enjoys  raising  taxes,  but  we  had  no 
other  alternative. 

In  addition,  the  college  has  incurred  expenses  for  lawyers,  bond 
counsel,  financial  advisers,  and  accounting  expenses  of  $260,000  to 
date  and  it  is  still  climbing.  Although  they  were  necessary  costs  to 
meet  the  crisis,  I  would  personally  rather  be  spending  the  money 
to  educate  our  students. 

The  consequences  of  Odessa  College's  investment  in  CMOs  is  not 
only  measured  in  dollars  and  budget  reductions,  it  has  also  affected 
the  lives  of  many  individuals.  An  early  retirement  program  was  ini- 
tiated which  resulted  in  22  senior  faculty  and  staff  taking  early  re- 
tirement. While  the  program  was  voluntary  in  nature,  it  did  result 
in  the  loss  of  many  experienced  and  valued  educators. 

Our  chief  financial  officer  has  resigned  after  12  years  of  service 
with  the  college  and  has  relocated  out  of  State.  I  have  personally 
decided  to  utilize  my  retirement  income  and  have  agreed  to  work 
for  the  college  at  a  salary  of  $1  per  year.  The  stress  of  the  last  sev- 
eral months  has  adversely  affected  my  health  and  I  have  requested 
the  selection  of  a  new  president  by  August  1995. 

Where  is  Odessa  College  today?  The  college  has  CMOs  with  a 
face  value  of  $29  million.  They  were  purchased  for  approximately 
$22  million  and  it  is  my  understanding  they  have  a  value  today  of 
approximately  $10  million  or  less.  The  college  has  adopted  a  sub- 
stantially more  conservative  investment  policy  that  precludes  the 
use  of  CMOs  or  derivatives  in  any  form  as  an  investment  for  the 
institution. 

The  bond  rating  of  the  institution  has  been  lowered  by  a  rating 
agency  from  A  to  BAA.  While  this  is  still  an  investment  grade  rat- 
ing, the  college  has  in  past  years  worked  diligently  to  obtain  the 
higher  rating  and  it  will  take  a  great  deal  of  effort  and  many  years 
to  regain  the  confidence  of  these  rating  agencies. 

The  college  is  committed  to  place  ourselves  in  a  position  where 
we  can  operate  the  institution  without  depending  on  the  invest- 
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ments.  While  we  plan  to  be  in  a  position  to  hold  such  investments 
until  maturity,  we  would  immediately  sell  such  investments  if  the 
value  ever  returns  or  we  will  sell  or  exchange  all  or  a  portion  at 
an  earlier  date  if  our  financial  advisers  deem  it  prudent.  In  any 
case,  it  leaves  what  once  was  an  above-average  financially  secure 
institution  in  a  derivative  position  in  which  future  moves  will  be 
dictated  by  the  vagaries  of  the  financial  market. 

Bottom  line:  Odessa  College  will  survive,  leaner  and  certainly 
wiser,  but  Odessa  College  will  survive. 

How  can  you  help  us?  We  are  not  asking  for  a  handout  nor  are 
we  asking  for  a  bailout  by  the  Federal  Government  or  our  State 
government.  Mistakes  have  been  made  and  we  are  dealing  with  the 
consequences  as  our  resources  permit.  However,  we  feel  small  polit- 
ical institutions,  such  as  Odessa  College,  need  clearer  signposts  as 
to  what  is  advisable  or  inappropriate.  We  now  know  about  deriva- 
tives. However,  what  is  next?  Five  or  ten  years  ago  it  was  junk 
bonds;  now  derivatives.  What  will  it  be  in  the  future?  Enterprising 
and  energetic  marketing  of  new  products  is  likely  to  continue. 
What  can  you  do  to  help  the  Odessa  Colleges  of  the  future? 

I  am  sorry  I  don't  have  any  answers.  That  is  a  problem  you  will 
have  to  take  up.  I  do  know  that  small  institutions  need  and  appre- 
ciate your  help. 

I  also  would  be  happy  to  answer  questions  later. 

[The  prepared  statement  of  Mr.  Speegle  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you  very  much.  Let  me  say,  both  in  the 
case  of  Mr.  Fink  and  yours,  we  are  very  grateful  for  your  prepared 
remarks.  I  had  a  chance  to  look  them  over.  I  only  regret  we  didn't 
have  a  chance  to  hear  every  line.  It  is  very  valuable.  I  was  going 
to  make  note  that  you  were  giving  up  your  salary  to  $1  dollar  a 
year. 

We  have  a  recorded  vote.  We  have  about  3  or  4  minutes  to  record 
a  vote.  We  will  take  a  brief  recess  and  come  back,  and  then  we  will 
recognize  you,  Mr.  Hill. 

[Recess.] 

The  Chairman.  The  committee  will  come  to  order. 

Mr.  Hill. 

STATEMENT  OF  VERNON  HILL,  MEMBER,  SHOSHONE 
BUSINESS  COUNCIL,  EASTERN  SHOSHONE  TRIBE 

Mr.  Hill.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman  and  members  of  the  House  Committee  on  Bank- 
ing, Finance  and  Urban  Affairs,  my  name  is  Vernon  Hill.  I  am  a 
member  of  the  Business  Council  of  the  Eastern  Shoshone  Tribe, 
Fort  Washakie,  Wyoming.  On  behalf  of  the  Eastern  Shoshone 
Tribe,  I  appreciate  the  opportunity  to  appear  at  this  hearing  and 
share  with  you  our  experience  with  mortgage  derivatives  and  the 
problems  we  face  as  a  result  of  investing  in  mortgage  derivatives. 

Let  me  first  begin  by  providing  you  with  a  brief  background  of 
the  Eastern  Shoshone  Tribe.  We  are  a  federally  recognized  Indian 
tribe  and  reside  on  the  Wind  River  Reservation  in  Wyoming.  As  a 
sovereign  state,  the  Eastern  Shoshone  Tribe  is  responsible  for  gov- 
erning its  members  and  its  territory. 
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The  Eastern  Shoshone  Tribe  has  approximately  3,000  members, 
most  of  whom  reside  on  the  reservation.  The  Snoshone  Business 
Council  is  the  elected  body  responsible  for  the  governmental  and 
business  affairs  of  the  tribe. 

The  tribe  relies  on  various  funding  sources  to  finance  its  govern- 
mental activities.  The  majority  of  our  revenue  comes  from  the  de- 
velopment of  oil  and  gas  deposits.  The  tribe  places  funds  into  in- 
vestments anticipating  the  day  when  oil  and  gas  revenue  is  no 
longer  available.  Revenue  from  our  investments  has  become  a  criti- 
cal component  to  fund  necessary  activities. 

Today  the  tribe  relies  increasingly  on  income  from  its  invest- 
ments to  meet  the  budgetary  needs  of  our  government  while  we  at- 
tempt to  develop  alternative  sources  of  revenue.  In  the  past  income 
from  our  investments  was  able  to  close  the  gap  between  our  needs 
and  other  income.  This  year  the  tribe  also  must  rely  on  our  prin- 
cipal to  close  a  budget  gap  of  $1  million. 

During  the  past  year  when  our  investments  have  been  increas- 
ingly more  critical  to  the  tribe's  finance,  the  value  of  the  portfolio 
and  the  income  earned  have  dropped  significantly  due  to  the  per- 
formance of  mortgage  derivatives  purchased  during  1993. 

A  significant  amount  of  our  investment  money  was  used  to  pur- 
chase these  securities  which  we  now  find  out  are  extremely  risky, 
very  sensitive  to  mortgage  interest  rates.  The  tribe  was  persuaded 
to  purchase  the  mortgage  derivatives  as  a  way  to  get  away  from 
risky  investments  recommended  by  prior  brokers. 

The  Shoshone  Business  Council  makes  decisions  about  invest- 
ments upon  the  recommendation  of  its  brokers.  Over  the  years  we 
have  attempted  to  choose  brokers  who  provide  services  consistent 
with  our  governmental  investment  needs. 

During  the  period  when  the  tribe  considered  the  purchase  of  the 
mortgage  derivatives,  the  tribe  hired  a  finance  officer  who  was  a 
tribal  member,  recently  graduated  from  college  with  a  degree  in  ec- 
onomics. Due  to  inexperience,  the  finance  officer  primarily  pre- 
sented information  on  these  securities  to  the  Shoshone  Business 
Council  based  on  information  he  received  from  M. G.S.I.  Securities, 
Inc.,  the  broker. 

Because  the  Shoshone  Business  Council  members  were  not  finan- 
cial experts  and  the  financial  officer  was  inexperienced,  we  pri- 
marily relied  directly  and  indirectly  through  our  finance  officer  on 
the  investment  advice  provided  by  the  broker. 

The  mortgage  derivative  securities  first  appeared  in  our  portfolio 
during  1992.  M.G.S.I.  Securities  approached  the  Shoshone  Business 
Council  aggressively  for  over  a  year  before  the  first  trade  was  made 
in  July  1992.  At  that  time,  the  securities  offered  by  M.G.S.I.  were 
described  as  "government  issued  securities  that  are  high  yield 
securities." 

These  securities,  according  to  M.G.S.I.,  were  suitable  for  the  tribe 
because  the  Shoshone  Business  Council  informed  M.G.S.I.  it  was 
"not  looking  to  speculate  with  the  tribe's  money." 

Throughout  the  tenure  of  the  tribe's  relationship  with  M.G.S.I., 
the  Shoshone  Business  Council  was  advised  repeatedly  that  the  se- 
curities were  backed  and  guaranteed  by  the  U.S.  Government. 
M.G.S.I.  described  the  type  of  securities  they  offered  as  the  abso- 
lute most  secure  investment  you  can  go  into. 


21 

M.G.S.I.  never  represented  the  securities  they  offered  as  any- 
thing other  than  secure  and  guaranteed  by  the  government.  That 
has  turned  out  not  to  be  true. 

M.G.S.I.  represented  that  a  vast  majority  of  their  clients  have 
goals  similar  to  the  tribe,  "they  have  to  go  into  something  that  is 
very,  very  secure,  very,  very  safe,  and  because  of  that,  we 
[M.G.S.I.]  choose  to  strictly  deal  with  government-issued  bonds  or 
government  guaranteed  bonds  " 

Believing  that  the  securities  offered  by  M.G.S.I.  were  high  yield 
but  very  secure,  the  tribe  placed  almost  $1  million  with  M.G.S.I. 
to  manage  in  July  1992.  The  initial  securities  performed  reasonably 
well.  Although  M.G.S.I.  aggressively  sought  to  manage  the  tribe's 
entire  investment  portfolio  during  1993,  the  Shoshone  Business 
Council  elected  to  keep  its  portfolio  with  three  different  brokers 
rather  than  place  all  their  eggs  in  one  basket,  but  placed  nearly 
one-third  with  M.G.S.I.  to  invest  based  on  M.G.S.I.'s  representa- 
tions. 

The  Shoshone  Business  Council  approved  the  purchase  of  $4.9 
million,  purchases  of  mortgage  derivatives,  based  on  the  rec- 
ommendation of  the  broker.  The  tribe's  current  losses  are  being 
evaluated  by  a  firm  specializing  in  securities  consulting.  We  expect 
the  losses  to  be  higher  than  these  amounts. 

The  tribe  was  not  able  to  timely  detect  the  problems  with  mort- 
gage-driven derivatives  because  monthly  statements  received  from 
M.G.S.I.  did  not  price  current  holdings  based  on  actual  trading 
prices.  M.G.S.I.  provided  third-party  pricing  figures  as  a  substitute 
for  the  months  of  November  1993  through  February  1994. 

The  third-party  pricing  differed  from  actual  trading  prices  by  a 
significant  amount.  In  March  1994,  M.G.S.I.  began  sharing  actual 
trading  prices  with  the  tribe.  The  actual  trading  prices  reflected 
the  substantial  loss  in  value  and  made  the  tribe  aware  for  the  first 
time  of  the  problems  with  the  mortgage  derivatives. 

It  is  the  tribe's  position  that  the  risk  inherent  in  the  mortgage 
derivatives  purchased  by  the  tribe  was  not  fully  disclosed  or  fully 
explained  by  M.G.S.I.  If  the  tribe  had  been  fully  informed,  we 
would  not  be  here  today. 

Before  the  securities  were  purchased,  the  tribe  received  mis- 
cellaneous correspondence  from  M.G.S.I.,  usually  handwritten 
notes,  which  were  the  only  documents  that  described  the  type  of  in- 
vestment the  tribe  was  urged  to  make. 

These  documents  only  provided  summary  details  of  the  proposed 
investments  representing  them  as  easily  marketable,  government 
backed,  and  having  high  monthly  cash-flow.  The  tribe  never  re- 
ceived prospectuses  covering  the  securities,  even  when  the  initial 
offerings  were  purchased. 

When  the  mortgage  derivatives  were  purchased,  the  Shoshone 
Business  Council  believed  it  held  secure  government-backed  bonds. 
They  were  never  given  the  opportunity  to  fully  evaluate  the  risks 
associated  with  the  mortgage  derivatives. 

The  Shoshone  Business  Council  has  taken  several  steps  to  ad- 
dress the  problems  caused  by  the  purchase  of  the  mortgage  deriva- 
tives. The  Eastern  Shoshone  Tribe  has  filed  a  complaint  with  the 
National  Association  of  Securities  Dealers  regarding  this  matter. 


22 

While  we  are  taking  steps  to  ensure  this  type  of  situation  cannot 
occur  in  the  future,  the  losses  to  our  portfolio  and  their  significant 
negative  impact  will  afFect  the  tribe  for  at  least  the  next  several 
years. 

We  urge  Congress  to  inquire  why  the  Federal  National  Mortgage 
Association  and  the  Federal  Home  Loan  Mortgage  Corporation,  fed- 
erally chartered  corporations,  are  involved  in  developing  such  vola- 
tile securities.  We  don't  expect  Congress  to  protect  us  from  a  bad 
investment,  but  we  also  don't  expect  the  Federal  Government  to  fa- 
cilitate a  situation  where  unsophisticated  investors  can  be  led  to 
believe  that  their  investment  is  backed  by  the  Federal  Government. 

To  the  extent  the  government  is  culpable,  the  government  should 
make  investors  whole.  In  the  meantime,  we  will  pursue  all  avail- 
able remedies  on  the  tribe's  behalf  for  any  losses  due  to  the  im- 
proper actions  of  third  parties. 

On  behalf  of  the  Eastern  Shoshone  Tribe,  I  appreciate  this  oppor- 
tunity to  present  the  tribe's  views. 

[The  prepared  statement  of  Mr.  Hill  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you,  Mr.  Hill. 

I  noticed  in  your  testimony  that  you  are  a  Wyoming  tribe,  and 
a  substantial  source  of  your  revenue  is  oil  and  gas 

Mr.  Hill.  Yes. 

The  Chairman.  Derivatives.  What  about  the  new  very  extensive 
development  of  out  and  out  gambling,  casino  gambling?  Do  you  all 
indulge  in  that? 

Mr.  Hill.  No,  we  haven't.  It  is  something  that  we  have  looked 
at  in  the  future  but  we  haven't  really  gotten  into  that. 

The  Chairman.  Well,  you  know,  you  now  have  a  whole  associa- 
tion of  gaming  lawyers,  and  that  is  what  Las  Vegas  did,  and  the 
mob  controlled  gambling.  That  still  reins  supreme.  I  never  dreamed 
in  the  early  years  here  in  the  Congress,  you  know,  everybody  was 
indulging  in  the  fantasy  that  prosperity  would  last  forever,  and  I 
was  distressed  because  I  have  also  been  on  the  Subcommittee  on 
Housing,  now  called  Housing  and  Community  Development,  since 
I  came  to  the  Congress  as  well.  And  the  gaming,  as  authorized  by 
the  State  itself,  was  limited  pretty  much  to  the  State  of  Nevada. 
Reno  and  Las  Vegas  came  in  a  few  years  later.  And  the  ethics,  the 
moral  ethics  in  our  country  were  still  very  pervasive  against  offi- 
cial, sanctioned.  State-approved  gambling. 

Well,  by  golly,  they  won  out.  Today  the  overwhelming  majority 
of  the  States  have  some  kind  of  sanctioned  gambling  or  one  form 
or  another. 

My  own  view  is  that  that  is  terrible.  My  own  State  of  Texas  re- 
cently decided  to  go  that  way.  In  fact,  the  legislature  will  be  dis- 
cussing out  and  out  casinos.  And  the  reason  is  that  I  am  a  Depres- 
sion kid,  and  I  started  working  when  I  was  10  years  old,  and  I  was 
working  when  adult  men  were  walking  the  streets.  And  10  cents 
an  hour  doesn't  look  like  much  today  but  we  were  glad  to  get  it. 
And  so  I  always  felt  that  as  hard  as  it  has  been  to  earn  that  nickel 
or  dime,  I  wasn't  going  to  lose  it  through  gambling.  My  soul  would 
suffer. 

And  so  I  have  never  gambled.  And  for  that  reason,  that  if  I  am 
making  an  investment  and  I  purchased  something  and  it  isn't  a 
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good  investment,  but  I  have  derived  some  benefit  somehow,  I 
wouldn't  feel  as  bad  as  I  would  if  I  just  made  a  bet  and  gambled 
and  lost  it.  It  was  just  like  if  I  had  walked  down  the  street  and 
lost  a  $1  bill.  It  just  hurts  me,  because  I  had  to  work  for  it. 

But  we  got  away  from  our  hard  beginnings,  and  today  everybody 
is  gambling,  including  the  bankers,  and  most  specifically  the  bank- 
ers, and  have  been  ever  since  the  emergence  of  forces  impacting  on 
our  country  from  external  forces. 

And  so  today,  you  talk  about  the  safety  of  government  securities. 
We  have  learned  nothing.  We  are  like  the  kings  who  learn  nothing 
and  forget  nothing. 

You  talked  about  junk  bonds  a  while  ago,  Mr.  Fink.  They  are 
back.  You  have  been  reading  some  recent  reports.  We  learn  noth- 
ing, despite  all  the  travail.  And  I  noticed  the  tremendous  develop- 
ment as  a  source  of  income  for  Indian  tribes,  and  even  some  newly 
established  and  recognized  tribes  like  in  Connecticut,  and  they  be- 
come very  substantial  enterprises. 

The  fact  is  that  there  is  not  much  that  Congress  can  do.  There 
is  no  way  that  a  Congress  or  any  lawmaking  body  in  the  history 
of  mankind  can  legislate  citizens  to  be  good  and  righteous  and  vir- 
tuous. There  is  just  no  way.  But  the  government  does  have  the  re- 
sponsibility of  defending  the  citizens  that  alone  or  even  collectively 
can't  defend  themselves,  and  it  is  specifically  in  this  area.  And  we 
will  be  hearing  more  tales  of  woe. 

We  have  jurisdiction  only  on  those  entities  that  mostly  are  in- 
sured depository  institutions.  Securities,  which  is  what  some  of  the 
involvement  reported,  is  in  the  jurisdiction  of  the  Energy  and  Com- 
merce Committee.  That  is  the  SEC. 

I  work,  contrary  to  newspaper  accounts,  very  comfortably  and 
congenially  with  the  chairman  of  that  committee,  Mr.  Dingell,  and 
we  are  in  agreement.  They  have  held  hearings  on  the  issue.  They 
will  have  more,  and  they  intend  to  act  in  that  area. 

Some  of  the  largest  securities  bankers  have  suffered  great  losses 
that  have  not  come  to  light  yet,  as  well  as  some  banking  institu- 
tions. That  is  because  they  are  involved  in  this  syndication  process 
that  is  worldwide.  But  I  read  the  European  newspapers,  from 
France  to  Italy  to  Spain,  and  they  have  good  coverage. 

Tomorrow  we  will  have  hearings  with  the  credit  union.  We  had 
one  last  week  in  which  we  wanted  to  find  out  just  how  far  they  are 
going  in  safeguarding  the  so-called  corporate  credit  unions  that  are 
tremendous  entities.  They  are  not  that  little  church  or  union- 
sponsored  credit  union.  These  are  huge  corporate  enterprises,  and 
a  couple  of  them  have  lost  their  shirts  through  other  banks.  The 
Banesto  Bank  in  Spain,  the  fifth  largest  bank  in  Spain,  had  to  be 
bailed  out  by  the  government.  That  is  the  only  reason  the  credit 
union  was  left  whole.  But  that  was  luck  and  chance. 

There  are  others.  The  Ferusi  empire  in  Italy  went  under,  and 
that  involved  banks,  and  it  involved  American  banks.  And  the 
whole  story  hasn't  been  told  as  far  as  American  banks  are 
concerned. 

This  is  where  I  think  we  have  a  responsibility  to  provide  the  reg- 
ulators that  are  supposed  to  be  on  top  of  this,  and  pledge  that  they 
are.  I  am  with  them  as  far  as  they  are  able  to,  but  there  is  no  ques- 
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tion  that  if  they  obstruct  rather  than  help  the  Congress,  we  are  not 
going  to  be  able  to  help  the  American  people. 

And  the  situation  has  arisen  now  where  even  the  government 
bonds,  there  was  a  point  3  years  ago  when  I  expressed  alarm  that 
if  it  continued  the  way  it  was,  they  would  be  junk  bonds  too. 
Thirty-year  bonds  were  being  held  for  less  than  30  days.  That  is 
a  lot  of  heat  and  a  lot  of  velocity.  Also,  it  is  very  speculative. 

And  what  are  we  talking  about  when  we  talk  about  $38  trillion 

flobally,  of  which  one  of  the  biggest  chunks  is  some  of  our  biggest 
anks  in  the  United  States?  What  kind  of  money  are  we  talking 
about?  Thirty-eight  trillion  dollars?  If  we  got  all  of  the  world's 
monev,  notes,  checks,  currency,  and  put  it  together,  it  wouldn't 
total  but  about  a  third  of  that. 

So  what  money  are  we  talking  about  when  we  say  $38  trillion 
of  this?  We  are  talking  about  abstract  money.  I  call  it  megabyte 
money,  being  at  the  speed  of  sound.  Even  now  as  we  are  talking, 
in  trillions  of  dollars  at  least  a  day,  if  not  more,  electronically, 
where  you  have  in  the  world  at  least  1  million  people,  maybe  a  lit- 
tle bit  less,  maybe  a  little  bit  more,  in  all  of  the  countries  you  can 
name,  that  all  you  have  to  do  in  the  United  States  is  get  a  com- 
puter, a  modem,  and  then  show  that  you  have  a  line  of  credit  of 
$100,000,  and  you  are  in  the  game.  And  there  are  some  of  these 
in  their  home  tnat  are  making  $2,  $3,  $5  million  a  year. 

Now,  this  is  the  way  the  stock  market  was  at  the  time  of  the 
bust  of  1987.  You  had  20-year-olds,  one  of  them  wrote  a  book, 
called  "Paper  Money,"  and  she  talked  about  how  working  for  the 
brokerage  house  that  she  was  able  to  make  $1  million,  $2  million. 
Now,  you  know,  that  has  happened  before. 

It  happened  before  1929,  and  we  have  learned  nothing,  abso- 
lutely nothing.  So  it  is  very  painful  to  me,  sitting  here  as  a  member 
of  the  Banking  Committee  of  the  U.S.  House  of  Representatives,  to 
have  witnessed  the  developments. 

Dr.  Speegle,  it  has  been  like  a  coyote  out  in  the  brush  country 
baying  to  the  Moon  at  midnight,  and  only  the  poor  ranchers  wak- 
ing up  at  night  would  know  that  was  the  coyote  as  far  as  being 
heard. 

But  it  goes  back  to  1979.  All  the  indices,  all  the  statistics  were 
clearly  there.  Now,  what  are  we  talking  about  here?  Mr.  Fink,  you 
expressed  it  very  well.  What  happens  when  you  get  down  to  the  so- 
called  nominal  value,  and  there  is  none,  and  you  can't  find  the  pur- 
chaser? What  do  you  do  for  what  is  called  liquidity? 

Well,  that  is  the  day  of  reckoning.  Now,  there  is  no  way  this  can 
end  up  any  other  way,  despite  all  the  mathematicians  that  these 
firms  have  hired.  One  of  the  biggest  securities  firms  right  now  is 
in  a  more  desperate  situation  because  of  its  losses  in  this  market 
than  has  been  revealed  publicly.  And  since  they  don't  have  to  re- 
port profits  or  losses  or  anything  under  SEC,  it  is  hidden. 

But  when  it  hits,  who  is  it  going  to  hit?  Entities  like  yours. 

Now,  I  have  one  question,  and  I  am  going  to  ask  indulgence  of 
the  committee 

Mr.  Fengerhut.  Mr.  Chairman,  could  I  raise  a  point  of  procedure 
for  a  moment,  Mr.  Chairman? 

I  understand  that  Mr.  Teel  had  informed  the  committee  prior  to 
the  scheduling  of  the  hearing  that  he  had  to  leave  by  noon,  and  I 
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was  wondering  if  the  chairman  and  then  others  would  be  able  to 
question  him  because  of  his  need  to  leave. 

The  Chairman.  Well,  I  wasn't  exactly  informed  of  that,  and  I 
usually  ask  members  of  the  panel  if  they  have  time  constraints. 
But  we  will  do  the  best  we  know  how.  But  I  have  a  question  for 
Mr.  Teel  that  I  have  got  to  ask  him  right  now. 

Mr.  FiNGERHUT.  I  appreciate  that. 

The  Chairman.  And  then  we  will  do  the  best  we  can  to  afford 
whatever  member  wants  to  ask  him,  and  release  him. 

Now,  Mr.  Teel,  your  bank  serves  as  investment  adviser  to  the 
funds  and  so  is  responsible  for  the  fund's  investments,  including 
structured  notes.  You  know,  I  used  to  think  that  Philadelphia  law- 
yers and  State  Department  lawyers  were  the  most  skilled  in  rhe- 
torical verbiage,  but,  boy,  I  tell  you,  you  can't  beat  the  JDankers. 
Structured  notes  and  fancy  words.  That  caused  the  capital  infusion. 

The  SEC  has  repeatedly  advised  people  that  these  types  of  in- 
vestments were  inappropriate  for  a  money  market  fund,  including 
letters  to  the  Investment  Company  Institute  in  December  1991, 
June  1993,  and  most  recently,  June  1994. 

In  addition,  the  SEC  issued  an  interpretation  of  its  rule  regard- 
ing appropriate  fund  investments  in  December  1993,  which  advises 
that  these  types  of  notes  are  not  appropriate  investments. 

Finally,  the  yields  of  your  fund  surpassed  those  of  your  peers, 
likely  because  of  these  notes.  Thus,  you  were  aware  that  your  com- 
petitors were  not  holding  these  types  of  investments.  In  light  of 
this  pointed  advice  from  the  SEC  and  the  behavior  of  your  cohorts, 
why  did  the  funds  for  which  the  Bank  of  America  serves  as  invest- 
ment advisor  continue  to  have  these  notes  in  its  funds? 

And  second,  the  bank  regulators  have  recently  issued  policy 
guidelines  regarding  bank  sales  of  mutual  funds.  Are  you  following 
these  guidelines? 

Mr.  Teel.  First,  Mr.  Chairman,  and  thank  you,  Congressman, 
but  I  found  a  way  to  rearrange  my  schedule,  and  I  know  this  is 
important  to  you,  so  I  will  stay  as  long  as  I  can  be  helpful. 

The  Chairman.  Well,  thank  you.  I  believe  that  if  we  have  time 
and  the  members  have  any  questions,  you  will  be  excused. 

Mr.  Teel.  Mr.  Chairman,  as  I  said  in  my  testimony,  I  have  been 
involved  with  our  mutual  funds  only  since  May,  so  I  must  say  that 
I  am  not  fully  familiar  with  the  advisories  that  you  named  going 
back  beyond  the  December  1983 — 1993,  excuse  me,  sir. 

The  note  from  the  SEC.  My  understanding  is  that  that  note  was 
a  proposed  statement  that  was  being  discussed  at  the  time,  and  we 
did  take  heed  of  that  and  begin  to  reduce  the  holdings  of  structured 
notes.  The  SEC's  formal  statement  came  in  June  or  July,  I  am  not 
certainly  sure  exactly,  of  1994,  by  which  time  we  did  not  have  any 
structured  notes  in  tne  mutual  fund  portfolios. 

You  are  correct  in  saying  that  these  structured  notes  had  higher 
yields  than  similar  straight  investments.  And  we  were  competing 
for  institutional  money  in  this  fund,  and  were  using  notes  in  this 
regard.  In  retrospect,  probably  that  has  been  a  mistake  for  us.  It 
certainly  was  an  educational  experience  that  cost  us  some  money. 

Our  mutual  funds,  we  believe,  are  in  full  compliance  with  all  of 
the  regulations  and  laws  that  relate  to  issuing  them,  and  we  go  to 
great  lengths  to  be  sure  that  all  of  the  customers,  certainly  the  re- 
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tail  customers  buying  through  our  branches,  are  fully  informed 
these  are  not  insured  deposits,  that  there  is  a  risk  of  loss,  and  that 
these  are  not  guaranteed  by  the  bank  or  the  corporation. 

The  Chairman.  How  many  members  wish  to  direct  questions  of 
Mr.  Teel? 

Mr.  Leach. 

Mr.  Leach.  Let  me  just  begin  with  an  analogy  with  the  story 
that  the  chairman  reflected  on,  when  you  save  money  and  decide 
whether  to  go  to  a  casino  or  not.  I  am  impressed  with  the  reputa- 
tion of  the  Bank  of  America.  I  would  rather  play  Russian  roulette 
with  you  than  with  some  others.  After  all,  if  I  got  into  a  fund  that 
bet  right,  I  would  make  a  lot  of  money,  and  if  it  bet  wrong,  the 
bank  would  back  it.  That  is  a  pretty  nice  deal. 

Having  said  that,  my  concern  is  as  a  legislator,  and  I  wish  to  say, 
Mr.  Teel,  based  upon  your  bank's  bailing  out  your  fund,  you  have 
a  very  strong  moral  ground  for  objecting  to  legislative  interference 
from  your  institutional  perspective. 

But  I  must  say  as  a  legislator,  I  am  not  convinced  that  the  honor 
and  integrity  of  all  institutions  or  the  capability  of  all  institutions 
are  the  same.  And  so  one  has  to  legislate  or  be  concerned  from  the 
public  perspective  with  all  circumstances,  not  simply  particular 
circumstances. 

In  addition,  one  of  the  problems  in  looking  at  the  world  of  deriva- 
tives is  that  there  is  consensus  coming  from  the  private  sector,  for 
example,  reflected  in  the  Group  of  Thirty  report,  that  there  ought 
to  be  decent  attention  to  capital  standards,  to  disclosure,  to  a  spec- 
trum of  issues.  And  one  of  the  problems  is  that  even  though  the 
private  sector,  through  institutions  like  the  Group  of  Thirty,  has 
come  out  with  model  recommendations — which  by  the  way  I  must 
say  have  had  an  effect  but  are  not  universally  being  put  in  force — 
is  that  they  are  very  voluntary  and  they  also  have  no  capacity  for 
enforcement. 

For  example,  we  have  heard  from  the  banking  community  for 
many,  many  years  a  desire  for  a  level  playing  field.  That  is  one  of 
the  sine  qua  non  of  calls  from  bankers,  in  particular  because  they 
have  vigorous  regulation. 

Would  you  concur  in  the  desirability  of  the  level  playing  field?  Is 
that  a  fair 

Mr.  Teel.  Certainly,  sir. 

Mr.  Leach.  If  you  concur,  can  you  tell  me,  because  you  have  ob- 
jected to  the  need  for  legislation,  how  you  can  achieve  a  level  play- 
ing field  without  legislation? 

Mr.  Teel.  Congressman  Leach,  you  raised  a  couple  of  issues 
there,  and  I  think  I  can  at  least  add  my  view  on  a  number  of  them. 
First,  I  would  like  to  say  that  I  would  emphasize  it  was  our  holding 
company,  not  the  bank,  that  made  the  contributions  to  the  funds. 

You  ask  about  the  Group  of  Thirty  report.  And  I  would  like  to 
make  one  comment  about  that.  The  Group  of  Thirty  report,  which 
I  very  heartily  endorse,  was  embodied  almost  item  by  item  in  regu- 
latory guidelines  that  came  out  from  our  regulators,  the  Comptrol- 
ler of  the  Currency,  and  the  Federal  Reserve  during  the  fall  of  last 
year.  Our  view  is  that  those  have  the  full  force  of  law  as  far  as  we 
are  concerned,  because  our  regulators  can  take  the  position  that 
any  failure  to  follow  any  of  those  guidelines  constitutes  an  unsafe 
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and  unsound  banking  practice.  So  as  far  as  we  are  concerned,  all 
of  those  guidelines,  which  I  think  parallel  some  of  the  things  in 
your  bill,  nave  the  force  of  law. 

Now,  I  don't  want  to  be  arguing  the  law  here,  but  the  level  play- 
ing field  question  goes  to  the  issue  of  unregulated  entities,  if  I  un- 
derstand your  question,  and  my  understanding  is  that  the  SEC's 
view  on  this  is  that  they  have  the  power  to  take  all  actions  that 
are  necessary  to  ensure  that  these  entities  comply  with  all  of  the 
rules  that  regulated  entities  comply  with. 

I  am  not  an  expert  on  the  SEC,  but  it  was  my  understanding 
that  that  was  the  view  that  they  were  taking,  and  if  that  is  the 
case,  then  the  issue  of  unregulated  entities,  at  least  in  the  United 
States,  becomes  smaller  and  goes  back  to  some  of  the  hedge  funds 
of  the  sort  that  very  rich  individuals  have  their  money  in,  and 
quite  frankly  do  take  a  great  deal  of  risk  in  the  instruments  that 
tney  purchase. 

Mr.  Leach.  Well,  all  I  can  say  is  it  is  not  a  uniformly  assumed 
circumstance  that  all  of  the  regulatory  bodies  have  comparable  au- 
thority. Nor  is  it  an  assumed  circumstance  that  all  of  the  regu- 
latory bodies  are  walking  in  uniformity  with  themselves.  And  that 
is  one  of  the  problems  of  all  of  this  circumstance,  and  one  of  the 
things,  again,  that  can  only  be  addressed  through  legislation. 

Here  I  would  stress  that,  historically,  regulatory  bodies  identify, 
sometimes  disproportionately,  with  the  groups  that  they  regulate. 
So  you  can  have  competitive  regulation  between  regulatory  bodies. 
And  one  of  the  reasons  for  legislation  is  to,  again,  have  uniformity, 
so  that  you  have  even  level  playing  fields,  where  the  law  is  equi- 
tably applied  to  everybody. 

All  I  would  say  is  it  is  my  own  sense  that  there  has  been  an 
overreaction  to  the  word  "legislation,"  because  of  a  clear  under- 
standing that  the  people  writing  legislation  lack  the  capacity  and 
the  sophistication  of  the  people  in  the  marketplace,  and  that  is  one 
of  the  reasons  that  the  legislation  that  has  been  developed  in  model 
form  by  the  chairman  and  myself  is  very  temperate  and  is  one  in 
which  it  simply  transfers  authority,  literally  authority,  to  profes- 
sional people  in  the  government  arena,  to  apply  standards  that  are 
largely  developed  fi'om  their  recommendations  from  the  private  sec- 
tor itself. 

And  so  it  strikes  me  as  particularly  ironic  that  people  from  the 
banking  industry  are  objecting.  And  I  only  lay  that  on  the  table, 
accepting  part  of  what  you  have  said  but  not  all.  I  would  note  in 
a  lot  of  areas,  most  importantly  disclosure,  it  has  not  been  uni- 
formly put  into  practice,  the  Group  of  Thirty  recommendations, 
particularly  outside  the  banking  arena  but  also  within. 

Mr.  Teel.  Congressman  Leach,  in  reading  through  your  proposed 
legislation,  which  I  have  very  carefully,  there  aren  t  any  items  that 
I  can  personally  object  to.  The  major  concern  has  to  do  with  legisla- 
tively locking  in  place  a  scheme  in  such  an  actively  evolving  mar- 
ket. And  it  is  better  to  allow  regulators  in  their  supervisory  roles 
to  closely  follow  these  activities  day  to  day  and  adapt  their  regula- 
tions with  the  markets.  And  that  is  the  main  concern  that  I  have. 

Mr.  Leach.  I  appreciate  that,  and  I  also  appreciate  your 
enunciation  that  there  is  nothing  specifically  you  differ  with. 
Frankly,  the  whole  point  of  our  preemptive  legislation,  which  was 
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based  upon  recommendations  of  which  to  my  knowledge,  on  a  spe- 
cific nature,  there  is  virtually  no  opposition,  was  to  give  a  great 
deal  of  flexibility  within  the  administrative  structure,  recognizing, 
A,  that  there  is  no  expertise  in  Congress  that  is  sufficient  to  deal 
with  specific  areas  of  regulation,  but  also  that  the  market  changes 
extraordinarily  rapidly. 

This  is  a  flexibility  related  piece  of  legislation.  And  I  appreciate 
your  premise  and  your  comments. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Mr.  LaRocco. 

Mr.  LaRocco.  Thank  you,  Mr.  Chairman.  One  of  the  things  I 
think  we  have  to  deal  with  on  this  committee  is  definitions  of  ex- 
actly what  a  derivative  is,  or  structured  securities.  I  will  make  a 
couple  of  points  in  terms  of  full  disclosure. 

I  used  to  be  a  securities  broker.  So  we  have  a  county  here  that 
has  had  a  bad  experience.  If  I  had  prospected  with  any  number  of 
securities  in  44  counties  in  the  State  of  Idaho,  none  of  them  would 
have  bought  anything  from  me,  whether  they  were  Treasuries,  be- 
cause they  are  all  investing  with  the  State  treasurer  and  she  has 
accounts  she  holds  for  the  State. 

It  seems  to  me  we  had  an  unsupervised  account  here,  and  one 
thing  you  have  to  do  is  never  mix  or  confuse  brilliance  with  a  bull 
market.  And  if  the  County  treasurer,  whoever  was  making  those 
investments,  had  a  good  experience  for  a  while,  the  market  will 
come  along  and  bite  you  where  it  really  hurts. 

I  have  noticed  that  the  tribe  has  now  filed  a  complaint,  I  guess, 
with  the  NASD  against  a  broker  who  used  the  word  "guaranteed." 
That  should  be  anybody's  clue  that  something  is  amiss,  unless  they 
are  talking  about  CDs  up  to  $100,000  and  they  have  full  disclosure. 

And  I  read,  of  course,  about  Odessa  College  on  the  fi-ont  page  of 
the  Wall  Street  Journal.  I  didn't  need  your  testimony  to  know  what 
you  have  gone  through,  sir.  I  know  that  has  been  a  terrible 
experience. 

Mr.  Teel,  could  you  give  us  a  profile  of  an  investor  of  structured 
securities?  If  I  sell  my  house  tomorrow  in  McCall,  Idaho,  and  we 
are  lucky  enough  to  get  $200,000  for  it  and  had  cash  for,  you  know, 
a  6-month  period  until  I  bought  a  new  home,  should  I  go  into  struc- 
tured securities?  Would  I  be  able  to? 

And  then  my  question  is:  On  mutual  funds  or  money  market 
funds,  what  should  I  do  about  that  in  terms  of  making  sure  I  am 
not  going  to  be  subject  to  market  risk  on  the  NAB  going  below  a 
buck? 

Mr.  Teel.  That  is  a  tricky  question.  And  it  highlights  one  of  the 
major  issues,  and  that  is  the  definition  that  relates  to  derivatives, 
which  is  so  broad  sometimes  as  to  encompass  virtually  everything. 

Structured  securities,  even,  can  span  a  wide  range  of  instru- 
ments, from  some  of  what  I  referred  to  as  relatively  plain  vanilla 
that  just  have  an  interest  rate  that  floats  against  some  common 
index  such  as  LIBOR,  to  some  quite  highly  leveraged  structured  se- 
curities that  can  carry  the  kinds  of  50  percent  loss  of  principal  risk 
that  we  heard  about  earlier. 

When  you  say,  would  they  be  appropriate  for  a  particular  indi- 
vidual or  a  particular  fund,  you  have  got  to  be  very  careful  in  de- 
scribing exactly  what  the  security  is  that  you  are  talking  about. 
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Even  for  money  market  funds,  I  think  there  are  some  forms  of 
structured  securities  that  could  be  deemed  quite  acceptable,  if  they 
floated  actively  off  of  LIBOR,  for  example,  as  an  index,  they  would 
keep  pace  at  all  times  with  money  market  rates. 

But  for  an  individual  with  the  proceeds  of  selling  a  house  to  be 
investing  in  structured  securities  or  for  a  college  fund  to  be  com- 
mitting naif  of  its  endowment  to  risk  in  these  kinds  of  securities 
is  certainly  inappropriate  in  my  view. 

Appropriateness  is  something  that  we  take  very  seriously.  We 
have  got  thousands  of  derivatives  customers  and  do  not  believe  to 
date  that  we  have  any  of  the  so-called  horror  stories  that  have  hit 
the  press. 

One  of  the  reasons  I  think  is  that  we  do  take  this  appropriate- 
ness question  very,  very  seriously. 

Mr.  LaRocco.  When  Mr.  Hill  was  testifying,  he  mentioned  in  his 
testimony  on  page  3,  I  don't  know  if  you  have  it,  the  Shoshone 
Business  Council  approved  the  following  list  of  mortgage  deriva- 
tives on  the  recommendation  of  the  broker.  Are  those  derivatives? 
Are  those  straight  Fannie  Mae — do  you  know?  Do  you  have  his  tes- 
timony in  front  of  you,  it  says,  Fannie  Mae  1992-196-S?  Is  that  a 
Fannie  Mae  note  or  a  derivative? 

Mr.  Teel.  You  can't  tell  from  that  description.  You  have  got  to 
know  more  about  it.  You  have  to  know  whether  it  might  be  one  of 
the  interest  or  principal  only  securities.  You  have  got  to  know 
whether  there  is  any  particular  leverage  in  it.  It  takes  a  lot  of  in- 
formation before  you  can  answer  that  beyond  just  knowing  a  cusip 
number  and  a  name  on  a  security. 

Mr.  LaRocco.  So  the  broker  relationship  is  very  important,  and 
he  has  appropriately  gone  to  the  securities  dealer,  and  Mr.  Fink, 
you  are  nodding  your  head  because  you  have  been  through  this  as 
the  county  attorney. 

Do  you  have  the  opportunity  at  the  county  level  to  invest  either 
through  a  recommended  investment  advisor  than,  say,  the  National 
Association  of  Counties  would  advise  to  you,  or  can  you  go  to  the 
State  treasurer  in  Maryland?  Is  the  only  way  to  make  direct  invest- 
ments in  your  own  portfolio? 

Mr.  Fink.  There  is  a  State  public  general  law  that  with  approval 
of  the  chief  legislative  body  you  make  investments  which  the  State 
treasurer  can  make  under  State  law.  However,  we  have  a  more  re- 
strictive public  local  law. 

The  Chairman.  The  time  of  the  gentleman  has  expired.  I  will 
suggest  that  any  member  wishing  to  ask  questions  to  submit  them 
in  writing  to  the  witnesses,  because  we  have  another  panel  follow- 
ing this. 

Mr.  Baker,  do  you  have  any  questions? 

Mr.  Baker.  If  I  may  direct  just  a  couple  to  Mr.  Teel.  One,  to 
clear  up  a  misunderstanding  of  my  earlier  remark  concerning  the 
nature  of  the  securities  purchase.  First,  is  Bank  of  America  Federal 
or  State  chartered? 

Mr.  Teel.  Bank  of  America  is  a  federally  chartered  institution, 
but  in  BankAmerica  Corp.,  we  do  have  a  State  chartered  institu- 
tion, actually  several.  It  is  a  large  holding  company. 

Mr.  Baker.  With  regard  to  the  pool  of  floating  rate-variable  rate 
securities  purchased  from  U.S.  Government  agencies,  I  think  per- 
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haps  my  misunderstanding  was  the  issuing  agencies  involved.  In 
this  pool,  were  there  numerous  agencies?  Was  it  primarily  Treasur- 
ies? Do  you  recall? 

Mr.  Teel.  The  securities  were  backed  by  or  issued  by  the  Fannie 
Mae,  Freddie  Mac,  Federal  Home  Loan  Bank  Board,  and  the  Stu- 
dent Home  Loan  Marketing  Association. 

Mr.  Baker.  I  think  what  my  misunderstanding  came  from  was 
the  Freddie  and  Fannie,  which  is  housing  related,  which  made  me 
assume  those  are  mortgage  backed. 

Mr.  Teel.  Those  aim  to  be  mortgage-backed  securities  but  in 
their  day-to-day  funding,  they  also  issue  short-term  notes,  2-  to  3- 
to  4-year  notes  with  voluntary  floating  rates  of  interest.  That  is 
what  these  were. 

Mr.  Baker,  I  was  starting  with  the  presumption  that  there  was 
nothing  wrong  with  buying  mortgage-backed  securities  that  are 
Freddie  or  Fannie  obligations,  because  if  properly  informed  and  un- 
derstood, those  are  not  the  nature  of  transactions  which  generally 
create  high  levels  of  concern  by  brokers  or  investors. 

But  my  initial  question  about  the  nature  of  your  charter  goes  to 
the  Banking  Circular  277  by  the  Comptroller  issued  over  a  year 
ago  concerning  policies  with  regard  to  sales  or  investment  proce- 
dures with  derivatives.  Not  only  does  it  go  to  the  issue  of  capital 
adequacy  of  the  institution,  management  risk,  procedures  for  the 
management  of  the  institution.  The  most  interesting  part  of  this 
new  requirement  is  that  it  requires  a  nationally  chartered  bank  to 
look  at  a  particular  transaction's  effect,  and  it  may  determine  it  is 
appropriate  or  not  appropriate  for  a  particular  customer,  if  the 
bank  thinks  it  may  not  be  and  the  customer  wishes  to  purchase  it 
anyway,  the  bank  now  has  the  requirement  to  document  that  they 
informed  the  customer  that  it  was  not  in  their  best  investment  in- 
terest, and  that  the  customer  chose  to  make  this  acquisition  even 
in  light  of  that  advice. 

I  remember  at  the  time  this  was  presented  by  the  Comptroller, 
and  I  was  concerned  that  we  may  be  just  setting  up  an  event  where 
if  you  make  money,  it  is  a  good  deal,  if  you  lose  money,  you  can 
sue  the  bank  and  say  it  was  their  fault. 

I  don't  think  we  should  encourage  speculative  investment.  Look- 
ing to  getting  folks  to  put  money  up  as  a  result  of  a  broker's  glib 
pitch  on  the  hope  of  higher  yields  is  appropriate.  But  I  do  think 
we  need  to  be  very  careful  that  beyond  advisories  and  up-front  dis- 
closure, that  we  don't  close  down  an  opportunity  to,  frankly,  limit 
risk.  We  have  not  yet  heard  anyone  say  how  much  money  has  been 
made  in  the  derivatives  market  as  against  total  losses.  And  the 
folks  who  made  those  unexpected  returns  are  very  happy.  But  that 
doesn't  give  us  the  basis  lo  say  they  are  good  or  bad. 

I  think  disclosure  is  the  key.  And  if  we  took — if  you  are  familiar 
with  the  provisions  of  the  circular,  would  you  care  to  comment  on 
the  adequacy  of  these  recommendations,  and  since  it  is  limited  in 
scope  to  national  banks  only,  would  it  be  appropriate  to  take  this 
as  a  blueprint  which  has  been  in  effect  for  a  year  now  and  make 
it  the  policy  for  all  dealers  in  derivatives? 

Mr.  Teel.  A  couple  of  thoughts  on  that,  sir.  While  that  is  appli- 
cable to  national  banks,  there  is  a  Federal  Reserve  version  called 
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SR93-67  that  covers  most  of  the  State — ^many  of  the  State- 
chartered  institutions,  and  it  very  much  parallels  that. 

I  think  that  that  does  a  good  job  of  laying  out  a  framework  for 
how  any  institution,  not  just  a  bank,  ought  to  think  about  manag- 
ing itself  if  they  choose  complex  financial  products,  including  a 
fully  independent  review  body,  which  is  what  I  represent  in  the 
bank. 

On  the  appropriateness  question,  our  internal  guidelines  are 
even  stricter  than  that.  They  define  three  classes;  appropriate, 
questionably  appropriate,  ana  inappropriate.  If  it  is  questionably 
appropriate,  that  is,  it  is  not  certain,  there  is  some  reason  to  ques- 
tion whether  a  particular  transaction  is  appropriate,  but  the 
customer  wants  to  do  it,  our  internal  guidelines  require  that  we 
provide  a  substantially  higher  level  of  information  about  how  the 
instrument  will  perform,  and  that  we  also  go  to  a  higher  level  in 
the  customer's  institution  than  the  Treasury  Department  that  we 
are  talking  to. 

If  we  believe  that  it  is  inappropriate,  our  policy  says  we  won't  do 
the  deal  even  if  the  customer  dearly  wants  it. 

Mr.  Baker.  I  think  that  is  excellent.  I  was  just  questioning 
whether  or  not  that  circular's  requirements  ought  to  be  required  of 
others  who  ought  to  be  brokered  in  derivatives  markets. 

Mr.  Teel.  I  very  much  think  it  ought  to  be  the  suppliers  and 
users. 

The  Chairman.  Thank  you,  Mr.  Baker. 

Mr.  Dooley. 

Mr.  Dooley.  Thank  you,  Mr.  Chairman. 

It  seems  we  do  have  an  issue  here,  just  on  the  definition  of  de- 
rivatives. Obviously,  a  derivative  can  be  utilized  to  manage  risk 
and  to  try  to  gain  a  consistency  in  the  rate  of  return  on  a  particu- 
lar investment.  And  in  that  perspective,  there  are  important  tools 
for  all  the  institutions  and  entities  that  all  three  of  you  represent. 
But  they  also  can  be  utilized  for  speculation,  an  opportunity  to 
chase  higher  rates  of  return  than  what  some  safer  investments  can 
do.  That  poses  considerable  additional  risk. 

And  I  guess  what  strikes  me  to  some  extent  is  that,  Mr.  Hill, 
your  tribe  and  Mr.  Speegle,  Odessa,  and  Mr.  Fink,  in  Charles 
County,  is  that  unfortunately  decisions  were  made  which  got  your 
entities  involved  in  more  speculatory  investments  than  was  appro- 
priate for  your  needs. 

And  in  some  cases,  there  appears  to  be  outright  violation  of  local 
law,  certainly  in  Mr.  Fink's  case.  And  it  also  appears  that  in  many 
of  the  other  instances  that  some  of  the  processes  that  are  currently 
in  place  dealing  with  NASD  in  terms  of  the  appropriateness,  that 
there  is  recourse  that  is  being  sought  in  those  areas,  and  it  appears 
to  be  successful. 

Mr.  Baker  commented  to  you,  Mr.  Teel,  that  there  is  already  ex- 
isting regulations  in  place  or  advisories  out  there  dealing  with  the 
appropriateness  too.  I  would  like  to  have  a  comment  from  you,  Mr. 
Teel,  in  light  of  some  of  the  scenarios  you  heard  here,  based  on 
what  their  needs  were  in  term  of  their  investments,  is  this  some- 
thing that  Bank  of  America,  following  the  existing  guidelines,  if 
you  were  trying  to  market  investment  to  these  entities,  would  you 
have  recommended  the  portfolio  they  got  engaged  in? 


32 

Mr.  Teel.  I  truly  don't  know  the  specifics  of  their  portfolio,  just 
what  I  have  read  in  the  press.  But  my  belief  is  that  we  would  not. 

Mr.  DOOLEY.  And  if  you  had,  would  you  have  been  in  violation 
of  existing  regulations  or  proposals  by  the  SEC  or  even  by  the 
Feds,  in  terms  of— with  Mr.  Baker's  last  comment,  in  terms  of  the 
appropriateness? 

Mr.  Teel.  The  securities  laws  have  some  specific  suitability 
guidelines  in  them,  I  believe,  exempt  government  backed  securities, 
so  that  this  would  not  be  a  matter  of  SEC  law  that  is  at  issue  in 
these  securities.  And  I  will  let  counsel  nod  about  whether  I  have 
got  that  right  or  not. 

So  I  think  as  a  matter  of  law  it  would  not  be  an  issue. 

Mr.  DooLEY.  Did  you  want  to  comment? 

Mr.  Fink.  If  I  could.  These  are  not  U.S.  Government  issued  secu- 
rities. They  are  not  U.S.  Government  agencies.  I  think  that  is  an 
important  point  in  the  selling  of  *hese  items,  be  they  structured 
notes  or  derivatives,  to  anyone  ^.Tomoting  them  as  government 
agency  issued  obligations.  They  are  not.  Fannie  Mae  is  not  a  U.S. 
Government  agency.  Freddie  Mac  is  not  a  U.S.  Government  agency. 
It  creates  a  lot  of  uncertainty  for  the  investors  who  believe  that 
what  they  are  buying  is  backed  by  the  full  faith  and  credit  of  the 
U.S.  Grovernment  when  in  fact  it  isn't. 

And  as  more  of  these  things  are  created,  sliced,  and  diced,  as 
they  say,  from  the  pate  of  secondary  mortgages,  for  particular  indi- 
vidualized needs  of  individual  investors  at  the  first  transaction,  as 
they  continue  to  be  sold  down  the  line,  more  and  more  are  being 
created,  again,  for  individualized  needs,  then  being  sold  again,  with 
nothing  backing  them  up. 

Mr.  DooLEY.  And  I  appreciate,  Mr.  Teel,  your  comments  in  sup- 
port of  the  concepts  of  Mr.  Leach  and  Mr.  Gonzalez'  legislation, 
which  does  in  fact  try  to  deal  with  the  issue  of  disclosure  so  that 
it  can  provide  tools  for  individual  investors  to  make  appropriate  de- 
cisions for  their  portfolio. 

But  I  think  we  also,  as  Members  of  Congress,  have  to  keep  this 
all  in  perspective,  that  even  in  the  case  of  Bank  of  America,  we  are 
talking  about  an  $83  million  loss  on  an  equity  base  of,  what,  $14 
billion 

Mr.  TEEL.  $17  billion. 

Mr.  DooLEY.  You  have  losses  of  $520  million  on  lending  activi- 
ties, two-thirds  of  that  is  personal  loans,  and  certainly  we  don't 
want  to  put  in  place  regulations  to  impede  your  involvement  in 
making  personal  loans.  I  think  the  challenge  that  we  face,  our  con- 
sideration of  legislation  affecting  derivatives,  is  to  not  overreact 
and  limit  the  utilization  of  what  can  be  a  very  effective  tool. 

Mr.  Teel.  Yes,  sir. 

The  Chairman.  Thank  you,  Mr.  Dooley. 

Mr.  Lazio. 

Mr.  Lazio.  Thank  you,  Mr.  Chairman. 

And  welcome  to  the  speakers.  I  just  want  to  follow  up  on  a  couple 
of  points  that  were  made  earlier  by  Mr.  Baker  and  now  Mr.  Dooley, 
my  good  colleagues. 

Mr.  Fink,  you  were  talking  a  little  bit  about  general  exposure 
and  losses.  You  could  have  invested  in  Treasury  bonds  last  year 
and  lost  money  and  you  certainly  could  have  leveraged  that  as 
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well.  It  seems  to  me,  based  on  the  reports,  Dr.  Speegle,  in  the  Wall 
Street  Journal,  that  the  person  involved  in  your  case  actually  asked 
the  broker  for  a  specific  derivative  and  had  a  very  precise  idea  of 
what  he  was  looking  for,  as  a  matter  of  fact,  according  to  the  arti- 
cle, it  appeared  as  if  the  broker  tried  to  dissuade  him  but  he  was 
very  forceful  and  adamant  about  that. 

So  in  the  case  of  Odessa  and  in  the  case  of  Mr.  Fink,  you  had 
one  case,  again,  in  a  situation  where  someone  was  acting  outside 
the  scope  of  his  authority,  and  certainly  outside  the  scope  of  the 
law  in  the  municipal  standpoint.  In  the  other  case,  it  appears 
somebody  acted  in  the  extreme  outside  the  scope  of  their  authority 
and  didn't  have  the  background  one  would  hope  he  would  have 
dealing  with  finances.  I  would  think  it  goes  to  not  just  derivatives, 
but  finances  in  general. 

I  am  not  sure  what  case  this  makes  for  the  regulation  of  the  in- 
strument when  you  have  the  parties  involved  in  these  two  cases 
that  really  were  not  equipped  to  deal  with  the  issue,  number  one, 
and  number  two,  did  not  have  the  authority,  legal  and  otherwise, 
to  confront  the  issue.  I  am  wondering  if  you  could  address  that. 

Mr.  Fenk.  It  is  not  the  instruments,  per  se,  but  the  sale  of  the 
instruments,  the  trade. 

Mr.  Lazio.  Inherent  in  that,  though,  I  think  is  probably  a  sugges- 
tion that  somehow  these  instruments  are  so  derivative  to  under- 
stand that  an  ordinary  person  who  is  dealing  with  a  customer,  a 
broker-dealer,  would  not  have  the  information  available  to  them. 

I  entered  before  into  the  record  this  article,  "Derivatives  are  the 
Fall  Guy,"  and  I  have  another  graph  just  to  display  how  ludicrous 
it  can  get.  It  is  called,  "Death  and  Derivatives  in  New  York  City," 
trying  to  make  the  case  for  the  relationship  between  the  deriva- 
tives and  death  in  New  York  City. 

So  it  becomes  so  ludicrous,  the  relationship,  the  linkage  that  one 
wants  to  make  sometimes  with  the  core  instrument,  I  think  that 
is  one  of  the  reasons  some  of  us  have  a  problem  here. 

[The  graph  referred  to  can  be  found  in  the  appendix.] 

Mr.  Fns[K.  I  think  the  difference  is  that  if  you  want  to  invest  $1 
milHon  and  you  want  to  buy — and  I  have  a  company  that  you  can 
appraise  for  $2  million,  I  could  sell  you  50  percent  of  it,  you  have 
some  reasoned,  predictability  of  the  risk  of  gain  or  loss  in  that  $1 
million  based  on  my  product. 

Or  if  I  own  a  Gauguin  that  you  want  to  buy  for  $1  million,  you 
can  have  that  appraised.  It  has  a  value  all  its  own.  But  if  you  want 
to  invest  $1  million  and  I  give  you  this  pencil  and  I  say,  I'll  pay 
you  your  $1  million  back  in  6  months  but  depending  on  how  many 
clouds  there  are  in  the  sky,  if  there  are  21,  then  I  will  pay  you  $1.1 
million,  but  if  there  were  only  19,  I  will  only  pay  you  $900,000 
back 

Mr.  Lazio.  If  you  don't  have  someone  who  understands  art  and 
understands  the  market,  you  could  suffer  as  dramatic  a  loss  in  that 
case  as  you  did  in  yours.  It  comes  back  to  the  suitability  of  the  per- 
son who  is  your  agent  in  making  the  deal  with  the  broker-dealer 
for  the  derivative  instrument. 

Mr.  Fink.  And  the  ability  to  price  it. 

Mr.  Lazio.  But  that  is  the  problem  of  the  individual  that  in  these 
two  cases  had  been  appointed,  not  because  of  the  instrument  itself. 
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We  are  running  out  of  time.  I  want  to  go  back  to  Mr.  Teel.  I  un- 
derstand that  CMOs  were  not  the  portfoHo  problem  that  you  had, 
and  I  also  understand  that  CMOs  are  really  a  security.  Could  you 
walk  through  the  packaging  of  CMOs,  when  you  strip  down  the 
principal  and  the  interest  rates  to  try  to  make  it  somewhat  under- 
standable for  the  committee? 

Mr.  Teel,  Boy.  That  is  a  real  challenge. 

Mr.  Lazio.  That  is  why  I  waited  until  I  was  almost  out  of  time 
to  ask  it. 

Mr.  Teel.  It  has  been  a  challenge  for  me  and  I  have  had  to 
spend  lots  of  time  at  it.  Maybe  the  best  thing  for  me  to  do,  as  the 
chairman  suggested,  is  try  to  submit  something  in  writing  that 
would  be  helpml  in  that  regard. 

Mortgage  securities  package  large  pools  of  mortgages,  and  in  a 
trust  form  that  paid  through  the  cash-flows  to  the  holders  of  the 
securities.  The  exotic  mortgage  securities  that  you  are  talking 
about  have  been  structured  so  that  one  group  of  holders  will  get 
the  interest  pavments,  the  other  group  will  get  the  prepayments 
and  principal.  And  the  more  exotic  ones  begin  to  mix  those  in  for- 
mula ways. 

There  are  users  for  all  of  these  securities.  And  in  fact  the  most 
exotic  derivative  that  I  have  yet  seen,  I  have  seen  a  user  who  can 
use  it  totally  for  hedging,  not  for  speculating,  but  for  every  one  of 
these,  including  the  most  plain  vanilla,  they  can  be  used  for 
speculation. 

That  is  a  part  of  the  problem.  The  overwhelming  bulk  of  users 
of  derivatives  are  using  them  for  hedging.  And 

Mr.  Lazio.  That  is  not  a  problem? 

Mr.  Teel.  That  is  not  a  problem. 

Mr.  Lazio.  Is  the  use  of  such  an  instrument,  stripped  out  instru- 
ment for  hedging,  is  that — or  for  your  own  proprietary  interest,  is 
that  a  problem? 

Mr.  Teel,  That  is  not  a  problem.  I  would  say  even  speculation 
is  not  a  problem,  depending  on  the  scale  of  it  in  relation  to  the  re- 
sources, the  objectives,  the  needs  and  the  other  requirements  of  the 
investor. 

Mr.  Lazio.  It  becomes  a  business  decision  like  every  other 
decision? 

Mr.  Teel.  That  is  correct.  What  I  see  here  is  that  they  had  too 
much  of  the  speculative  element  compared  to  their  resources.  That 
is  a  problem.  That  is  not  appropriate. 

The  Chairman.  The  time  of  the  gentleman  has  expired.  Mr. 
Fingerhut. 

Mr.  Fingerhut.  Thank  you,  Mr.  Chairman.  Much  of  what  I 
wanted  to  ask  has  been  asked,  so  in  the  interests  of  time,  I  know 
we  want  to  get  on  to  the  next  panel,  I  won't  belabor  it. 

Let  me  be  then  a  bit  of  a  contrarian  and  throw  a  contrary  note 
into  the  song  of  praise  for  disclosure  as  a  solution  to  life.  Just  this 
past  weekend,  I  was  home  in  my  district  and  a  constituent  of  mine 
who  is  a  mortgage  broker  stopped  me  and  he  said,  have  you  seen 
the  disclosure  documents  that  we  are  required  by  our  regulatory 
agencies  to  hand  out?  And  I  said,  no,  I  hadn't  seen  it  lately. 

He  showed  me  a  document  that  was  about  six  pages  single 
spaced  type,  absolutely  impenetrable  to  by  even  Counsel  Fink  at 
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the  table,  unless  he  spent  an  awful  lot  of  his  time  and  billable 
hours  trying  to  figure  it  out. 

He  then  told  me  that  he  hands  these  out  as  required  by  law,  and 
he  started  discovering  them  showing  up  in  the  wastebasket  in  his 
waiting  room,  so  he  put  out  a  separate  box  to  collect  them.  It  looks 
like  a  wastebasket,  so  he  wouldn't  have  to  buy  new  ones  and  he 
keeps  recycling  them. 

My  point  is.  Congressman  Neal,  who  was  here  before,  speaks  elo- 
quently about  disclosure.  Mr.  Teel,  you  say  you  asked  your  cus- 
tomers to  sign  a  form  indicating  that  they  do  but  human  nature 
is  human  nature.  I  was  struck  by  Dr.  Speegle's  testimony,  because 
in  it,  you  said  that  the  college  which  seeks  to  manage  its  resources 
on  benalf  of  your  taxpayer  base  and  your  student  base  appro- 
priately found  itself  in  a  bind,  I  am  on  page  2,  because  it  is  tradi- 
tionally invested  its  funds  in  CDs  or  Treasury  bills  but  in  the  late 
1980's,  early  1990's,  the  rates  of  return  on  these  investments  were 
pitifully  low,  and  being  responsible  elected  officials,  you  also  sought 
to  keep  your  ad  valorem  tax  base  as  low  as  possible. 

So  human  nature  then,  somebody  on  your  staff  went  out  and 
tried  to  find  a  way  to  fi.ll  that  gap  between  the  low  interest  rates 
at  the  time  and  your  budget  and  the  desire  not  to  raise  taxes.  And 
it  strikes  me  that  anyone  who  has  even  a  modicum  of  knowledge 
in  finances  understands  that  if  you  are  finding  somewhere  to  make 
a  lot  more  money  than  is  otherwise  available  in  the  traditional 
marketplace,  that  you  are  taking  a  risk. 

And  I  guess  that  my  thought,  as  we  develop  these  hearings  on 
this  legislation,  I  am  glad  we  agree  on  a  set  of  principles.  I  am  sure 
Mr.  Leach  and  Mr.  Gonzalez'  bill,  as  Mr.  Teel  says,  embodies  an 
awful  lot  of  principles.  But  let's  not  kid  ourselves,  when  people  are 
in  trouble,  they  are  going  to  break  the  law,  as  in  Mr.  Fink's  case. 
In  Dr.  Speegle's  case,  they  are  going  to  go  beyond  their  authority 
and  try  and  do  things. 

I  wondered,  you  are  not  required  to  respond,  but  any  of  the  three 
to  whom  I  have  mentioned,  tell  me  how  it  is  that  we  could  avoid 
either  in  legislative  policy,  regulatory  policy,  or  otherwise,  that 
these  situations  would  not  occur. 

Mr.  Teel,  if  you  want  to 

Mr.  Teel.  You  can't.  They  occurred  well  before  the  first  deriva- 
tive was  invented,  time  after  time,  cycle  after  cycle.  The  op- 
portunity to  go  beyond  investing  into  overreaching  for  investing 
something  that  can  occur  with  virtually  any  kind  of  financial  in- 
strument. And  I  am  not  certain  that  you  want  to,  as  heartless  as 
that  sounds.  My  heart  goes  out  to  the  folks  here  in  their  situations. 
But  it  is  a  part  of  the  system  that  we  live  understanding  the  entre- 
preneurial capitalist  system  that  benefits  from  the  ability  to  take 
risks. 

And  I  think  that  is  what  we  want  to  do,  to  leave  opportunity  for 
that.  You  also  want  to  protect  certain  groups.  And  that  is  the  line 
that  I  think  you  are  struggling  with  right  now. 

Mr.  FiNGERHUT.  Either  Mr.  Fink  or  Dr.  Speegle. 

Mr.  Speegle.  I  guess  what  I  would  say  is  that  we  are  doing  ev- 
erything we  could  to  try  to  make  the  institution  a  good  institution. 
And  yes,  we  should  have  known  better,  you  know,  in  terms  of  you 
go  back  a  year  ago  and  it  is  a  different  world,  obviously.  But  no- 
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body  significantly  understood  the  kind  of  risks  that  we  were  in- 
volved in,  and  that  includes  the  business  ofTicer,  myself,  the  board, 
these  types  of  people. 

We  knew  there  was  some  risk  but  we  had  no  feeling  at  all  of  the 
kind  of  risk  that  we  were  involved  in. 

Mr.  FiNGERHUT.  But  you  knew  you  had  found  the  goose  that  had 
laid  the  golden  eggs  for  a  couple  of  years  there. 

Mr.  Speegle.  Yes.  And  we  felt  that  there  were  some  risks  in- 
volved, but  we  didn't  have  any  idea  what  kind  of  risks.  I  don't 
know  if  that  was  because  of  our  ignorance  or  what,  but  we  didn't 
understand,  we  really  didn't. 

Mr.  FiNGERHUT.  I  thank  the  witnesses.  I  thank  the  chairman. 

The  Chairman.  Well,  the  other  witnesses — Mr.  Teel,  you  are  free 
to  leave.  We  want  to  thank  you  very  much. 

Mr.  Leach.  Mr.  Chairman,  if  I  could  make  one  point  of  clarifica- 
tion. I  have  about  a  lV2-minute  statement.  Since  it  relates  to  Mr. 
Teel,  he  might  want  to  rebut. 

Mr.  Teel  indicated  at  one  point  in  the  questioning  that  the  SEC 
has  regulatory  authority  over  all  nonbanking  institutions  for  pur- 
poses of  derivatives,  at  least  that  was  the  implication.  I  would  like 
to  clarify  that  the  SEC  does  not  have  regulatory  authority  over 
banker  dealers  and  investment  companies.  The  SEC  also  has  the 
authority — excuse  me,  over  broker-dealers. 

The  SEC  also  has  authority  over  false  and  misleading  securities 
practices  and  may  specify  disclosures  for  publicly  traded  companies 
but  it  was  made  clear  in  this  committee  that  the  SEC  does  not 
have  authority  over  broker-dealer  affiliates  or  insurance  company 
affiliates.  The  National  Association  of  Insurance  Commissioners 
has  verified  this  fact  and  indicated  that  the  appropriate  regulator 
would  likely  be  the  State  insurance  commissioner  as  authorized  by 
State  law. 

And  in  this  regard,  it  is  our  understanding  that  no,  I  repeat,  no 
State  insurance  commission  regulates  insurance  company  affiliates. 
In  addition,  securities  firms  who  currently  deal  in  derivatives  con- 
duct many  of  the  derivatives  dealing  activities  in  unregistered  af- 
filiates or  offshore  affiliates  not  subject  to  the  SEC's  net  capital 
rule. 

Finally,  let  me  stress  current  Federal  regulation  of  derivatives  is 
uneven.  For  example,  the  OCC  Circular  277  is  not  fully  embraced 
by  other  banking  regulators  or  the  SEC.  I  only  stress  this  because 
one  of  the  lessons,  and  we  all  hate  to  bring  in  the  S&L  cir- 
cumstances, but  we  don't  know  its  exact  relativity,  but  one  of  as- 
pect of  the  whole  S&L  circumstance  was  that  when  you  have  un- 
even regulation,  money  flows  to  the  least  regulated.  And  the  only 
way  you  can  have  even  regulation  is  through  a  legislated  frame- 
work. There  is  no  other  mechanism. 

And  I  would  suggest  that  the  best  thing  for  the  country  in  terms 
of  confidence,  the  best  thing  for  the  industries  that  are  regulated, 
is  to  have  a  legislated,  even  playing  field.  And  you  cannot  achieve 
an  even  playing  field  without  legislation.  There  is  no  other 
methodology. 

And  you  cannot  expand  the  rule  of  law  by  bypassing  lawmakers. 
Anyway,  I  just  want  to  lay  that  on  the  record.  I  don't  know  if  I  mis- 
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interpreted  Mr.  Teel's  premise  or  his  comments.  But  I  do  think  it 
should  be  understood. 

Mr.  Teel.  Congressman  Leach,  you  are  correct.  I  spoke  much  too 
broadly  and  I  apologize  to  the  committee  for  that.  I  was  referring 
specifically  to  the  broker-dealer  affiliates  that  have  been  set  up  to 
serve  as  derivative  dealers  and  the  issue  relating  to  SEC  oversight 
over  those.  I  certainly  agree  with  you,  there  are  Tots  of  institutions, 
and  most  prominent,  probably  the  insurance  company  and  their  af- 
filiates that  are  not  covered. 

Mr.  Leach.  Thank  you. 

The  Chairman.  Thank  you,  Mr.  Teel.  There  will  be  some  ques- 
tions submitted  in  writing. 

I  want  the  record  to  show  that  such  members  as  Mr.  Mfume 
would  be  here  except  for  the  fact  the  President  is  having  the  Black 
Caucus  of  the  Congress  for  luncheon  guests  with  President 
Mandela  and  will  have  some  questions  in  writing.  I  ask  unanimous 
consent  that  all  members  be  permitted  to  submit  questions  in  writ- 
ing to  the  witnesses. 

I  wanted  to  ask  an  important  question.  Dr.  Speegle,  you  know, 
you  have  been  self-condemnatory.  You  say,  yes,  we  were  trying  to 
get  the  needed  revenues  as  best  as  we  could  and  to  the  maximum. 
But  the  issue  here,  as  I  see  it,  is,  do  you  feel  that  the  firm  that 
sold  the  derivatives  misled  the  college  about  the  liquidity  of  the  de- 
rivatives investment?  Was  there  any  element  of  deception  or  mis- 
leading information? 

Mr.  Speegle.  Mr.  Chairman,  that  is  a  question  I  would  like  to 
answer,  but  we  are  currently  under  litigation  on  just  that  issue. 

The  Chairman.  What  did  the  SEC  say?  Has  the  SEC  inves- 
tigated this  case? 

Mr.  Speegle.  They  have  requested  information.  I  am  not  sure  if 
that  is  an  investigation.  But  they  have  requested  information. 

The  Chairman.  Mr.  Fink,  my  understanding  from  the  staff,  and 
let  me  recognize  Mr.  Dennis  Kane,  who  is  the  leading  staff  member 
that  prepared  and  put  together  this  hearing.  There  is  a  lot  of  work 
involved  in  putting  a  hearing  together.  I  understand  the  Commod- 
ities and  Futures  Trading  Commission  went  to  Charles  County  to 
examine  whether  or  not  they  had  jurisdiction  in  the  matter,  and 
my  understanding  is  that  they  do  not  feel  they  have  jurisdiction. 

My  question  is:  One,  has  the  Securities  and  Exchange  Commis- 
sion investigated  this  matter,  again;  and  two,  since  one  SEC  reg- 
istered broker-dealer  was  responsible  for  most  of  the  sales  of  de- 
rivatives to  Charles  County,  have  you  referred  this  matter  to  the 
SEC  for  investigation? 

Mr.  Fink.  We  did  not  actively  refer  it  to  the  SEC.  However,  an 
investigator  from  the  Securities  and  Exchange  Commission  has 
contacted  our  outside  counsel  as  well  as  me,  and  has  informed  me 
that  they  would  be  following  through.  It  is  my  understanding  that 
that  constitutes  an  investigation. 

The  Chairman.  I  intend  to  request  the  SEC,  but  I  don't  want  to 
trespass  over  my  other  committee  jurisdiction.  I  am  going  to  ask 
that  committee  if  they  have  raised  any  questions  about  the  occur- 
rence in  Charles  County  and  whether  they  and  maybe  we  jointly 
can  ask  the  SEC. 
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Now,  I  want  to  mention  that  your  testimony  was  very  good.  And 
I  must  compliment  you,  because  you  really  are  very  knowledgeable. 
You  mention  that  there  were  audits,  two  audits  of  Charles  County's 
books  that  did  not  reveal  the  derivatives  transactions  of  the  former 
deputy  treasurer. 

Does  Charles  County  plan  to  pursue  any  remedy  against  those 
accounting  firms,  and  were  these  national  accounting  firms  or  local 
accounting  firms? 

Mr.  Fdmk.  It  was  a  local  accounting  firm  and  it  was  the  way  in 
which  the  county  commissioners,  wno  are  separated  statutorily 
from  the  elected  County  Treasurer's  Office,  are  able  to  review  on 
an  annual  basis  the  county's  finances.  Because  of  discussions  which 
are  currently  occurring  wnich  would  affect  the  potential  litigation 
and  the  position  of  the  county  litigation,  it  would  jeopardize  the  po- 
sition of  the  county  to  directly  answer  your  question.  However,  we 
are  looking  at  all  possible  avenues  to  recover  and  make  the  county 
whole. 

The  Chairman.  Very  good.  That  is  responsive  to  my  question, 

I  have  a  couple  that  I  will  submit  in  writing  to  the  witnesses. 
But  I  had  one  which  was  for  you,  Mr.  Hill.  I  understand  up  to  now 
you  haven't  been  able  to  assess  or  now  and  then  you  have  this 
fancy  word  which  I  don't  think  is  very  appropriate,  quantify  the 
amount  of  your  loss;  is  that  correct? 

Mr.  Hill.  Yes. 

The  Chairman.  What  would  you  say  or  hazard  as  an  estimate  of 
the  range  of  loss? 

Mr.  Hill.  Right  now,  that  would  be  a  little  hard  to  say.  As  of 
the  end  of  1993  in  our  audits,  it  showed  a  loss  of  a  little  over  $1 
million  at  that  time,  at  the  end  of  1993.  And  we  are  currently 
under  audit  for  the  1994  year.  So,  basically,  we  will  get  a  better 
figure  on  that  when  we  complete  our  audit. 

The  Chairman.  What  effect  will  this  loss  have  on  the  tribal  gov- 
ernment's ability  to  manage? 

Mr.  Hill.  In  the  long  term,  it  probably  will  have  an  effect  on  us. 
But  at  the  present  time,  I  guess  we  have  oil  and  gas  revenues  that 
are  coming  in  on  a  monthly  basis  that  the  government  operates  off 
of. 

The  Chairman.  Again,  the  question  I  have  is,  was  there  any  ele- 
ment that  you  would  say  was  substantially  deceptive,  or  mislead- 
ing, or  a  failure  to  adequately  disclose  the  risk  by  the  entity  or  the 
person  selling  the  investment?  Was  it  that,  or  was  it  just  in  your 
opinion  a  failure  to  properly  inform  as  to  the  nature  of  the  risk  and 
the  extent  of  the  risk? 

Mr.  Hill.  Well,  I  think  it  would  be  a  failure  to  properly  say  what 
the  extent  of  the  risk  was.  At  that  time,  we  kept  asking  whether — 
we  did  say  at  that  time  we  needed  a  safe  investment  with  a  good 
return,  that  is  what  we  were  looking  for.  But  since  the  time  that 
this  has  happened,  we  have  obtained  the  offering  circular  for 
multiclass  PCs.  If  we  had  received  that  or  had  that  at  the  time,  we 
probably  wouldn't  have  made  the  investments  that  we  did,  or  OKed 
the  investments. 

The  Chairman.  Well,  let  me  thank  each  and  every  one  of  the  wit- 
nesses. Dr.  Speegle,  I  know  that  you  traveled  a  good  distance  from 
Odessa.  And  we  are  very  grateful  to  you  and  the  other  witnesses 
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for  responding  as  quickly.  I  think  this  is  one  of  the  most  important 
sessions  we  have  had,  and  we  are  indebted  to  you  for  your 
contribution. 

I  am  well  aware  of  Odessa  and  the  nature  of  the  outreach  of  the 
college  to  elements  that  otherwise  would  be  pretty  much  sub- 
merged in  that  area.  And  I  just  am  distressed  t-o  hear  of  this  loss. 
And  I  know  the  motivations,  and  I  can  understand  them,  because 
in  my  own  area,  the  local  educational  administrators  are  con- 
fronted with  the  same  problem. 

I  have  one  more  question.  Given  the  fact  that  in  your  statement 
you  said  that  your  investment  at  this  point  would  net  about  one- 
third  of  the  value,  of  the  original  value 

Mr.  Speegle.  The  face  value,  yes,  sir. 

The  Chairman.  The  face  value,  what  if  interest  rates  were  to  go 
up  again?  Would  there  be  any  direct  impact? 

Mr.  Speegle.  I  assume  the  market  value,  that  means  the  sale 
value,  would  go  down. 

The  Chairman.  Well,  there  is  no  question  it  would  go  down. 

Mr.  Spefgle.  It  would  continue  to  go  down.  So  our  strategy  is 
to  put  them  over  on  the  side  and  let  them  sit  and  operate  the  col- 
lege without  them  at  this  point,  and  then  at  some  point  in  the  fu- 
ture we  will  have  to  make  some  investment  decisions. 

The  Chairman.  Well,  I  wish  you  the  very  best. 

Mr.  Speegle.  I  thank  you. 

The  Chairman.  Sincerely.  And  I  hope  that  everything  will  end  up 
whole.  But  if  you  have  or  if  any  of  the  witnesses  have  any  further 
thoughts,  be  sure  to  communicate  them.  You  will  receive  a  tran- 
script of  the  proceedings  for  your  review  and  correction  or  what 
have  you.  So  if  the  questions  from  the  various  members  arrive  in 
time,  we  would  appreciate  your  response  to  them. 

So  thank  you  very  much. 

Our  third  and  final  panel  consists  of  Mr.  Alan  McDougle,  director 
of  finance  and  purchasing  for  the  city  of  Lima,  Ohio,  representing 
the  Government  Finance  Officers  Association;  and  Mr.  Lawrence  F. 
Alwin,  Texas  State  auditor. 

I  want  to  thank  you  very  much,  Mr.  Alwin  and  Mr.  McDougle  for 
your  testimony.  I  apologize  for  the  lateness  at  which  we  are  rec- 
ognizing you,  because  your  testimony  I  consider  to  be  probably 
most  valuable  from  the  assessment  of  what  we  have  up  here  in 
those  areas  in  which  the  State  regulators  confront  the  problem. 

Does  any  one  of  you  have  any  time  problems  or  constraints,  or 
airlines  to  catch? 

If  not,  and  if  there  is  no  objection,  we  will  recognize  Mr. 
McDougle. 

STATEMENT  OF  ALAN  McDOUGLE,  DIRECTOR  OF  FINANCE 
AND  PURCHASING,  CITY  OF  LIMA,  OH,  REPRESENTING  THE 
GOVERNMENT  FINANCE  OFFICERS  ASSOCIATION 

Mr.  McDougle.  Thank  you,  Mr.  Chairman. 

My  name  is  Alan  McDougle.  I  am  the  director  of  finance  and  pur- 
chasing for  the  city  of  Lima,  Ohio,  and  a  member  of  the  Govern- 
ment Finance  Officers  Association's  Committee  on  Cash  Manage- 
ment. I  appreciate  the  opportunity  to  appear  here  on  behalf  of 
GFOA,  which  incidentally  is  a  professional  association  of  13,000 
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State  and  local  government  officials,  elected  and  appointed.  We  in- 
clude all  disciplines  related  to  public  finance. 

GFOA  members,  as  end  users  of  derivatives,  cooperated  with  the 
GAO  in  its  survey  on  derivative  use  which  was  released  in  May 
1994.  In  addition,  GFOA  and  the  Municipal  Bond  Investors  Assur- 
ance Corp.,  conducted  a  survey  of  GFOA  members  to  determine  the 
extent  of  the  use  of  derivative  products  in  connection  with  the  issu- 
ance of  debt  in  the  municipal  market. 

The  results  of  both  of  these  surveys  indicated  that  only  a  small 
number  of  State  and  local  jurisdictions,  but  a  larger  number  of 
State  and  local  public  pension  funds  have  used  derivative  products. 
Those  that  use  them  do  so  for  several  reasons.  While  these  reasons 
vary  with  the  instruments  themselves,  derivatives  are  generally 
employed  for  managing  debt  and  reducing  total  interest  payments; 
as  a  hedge  against  interest  rate  swings;  and  as  a  means  of  increas- 
ing investment  return. 

The  surveys  also  revealed  that  very  few  local  government  entities 
consider  themselves  very  knowledgeable  about  derivatives  and  that 
nonusers  expressed  their  opinions  that  the  products  were  too  com- 
plex and  risky.  A  substantial  portion  of  respondents  are  not  legally 
authorized  to  use  derivatives. 

GFOA  believes  that  when  prudently  used,  derivative  products 
can  enhance  the  ability  of  State  and  local  governments  to  effec- 
tively manage  their  debt,  cash,  and  pension  fund  programs  and  ac- 
tivities, and  we  recognize  the  beneficial  role  that  derivatives  can 
play  in  the  financial  strategy  of  a  governmental  entity.  Entered 
into  with  proper  expertise  and  managed  judiciously,  these  products 
may  be  appropriate  instruments  for  certain  public  entities.  How- 
ever, for  many  they  are  not. 

State  and  local  government  "best  practices"  require  finance  offi- 
cers to  consider  the  safety,  liquidity,  and  yield — in  that  order — of 
the  instruments  in  which  they  trade.  Because  of  liquidity  needs, 
payrolls,  and  so  forth,  many  of  these  instruments  are  inappropriate 
for  short-term  cash  management  purposes,  although  they  may  be 
appropriate  instruments  for  pension  funds,  which  traditionally  and 
properly  invest  in  long-term  instruments  of  many  types. 

In  addition  to  the  50  State  governments,  there  are  38,000  gen- 
eral purpose  local  governments,  as  well  as  school  districts  and  spe- 
cial districts.  About  85  percent  of  these  local  governments  have 
populations  under  10,000.  Small  jurisdictions  are  unable  to  afford 
highly  skilled  investment  experts  to  handle  their  funds  and  depend 
on  public  servants  who  may  be  part-time  employees,  officials  with 
numerous  responsibilities,  or  persons  who  may  or  may  not  be  fi- 
nance professionals.  The  levels  of  expertise  and  understanding  vary 
between  jurisdiction,  especially  with  regard  to  complex  and  unfa- 
miliar products  such  as  derivatives. 

GFOA  has  specific  concerns  about  derivative  products  that  are 
similar  to  those  of  other  end-users.  These  concerns  include  risks 
incurred  such  as  legal,  credit,  market,  and  operating  risks.  Of 
particular  importance  for  governments  is  whether  or  not  they  are 
legally  authorized  by  statute  or  through  their  jurisdiction's  invest- 
ment policy  to  undertake  derivatives  trading  or  enter  into  deriva- 
tive contracts.  In  addition,  many  jurisdictions  have  not  established 
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the  rigorous  internal  controls  necessary  tc  oversee  and  manage  de- 
rivatives, thereby  incurring  operational  risk. 

GFOA  is  also  concerned  about  the  increasing  complexity  of  these 
instruments.  New  ones  emerge  constantly,  the  formulas  used  are 
elaborate  and  the  long  list  of  esoteric  and  intricate  products  is 
enough  to  confuse  even  the  most  experienced  finance  professional, 
whether  public  or  private. 

Another  GFOA  concern  in  the  derivatives  area,  as  it  is  in  other 
financial  markets,  is  suitability.  Finance  officers  report  that  these 
instruments  are  being  aggressively  marketed  to  governments  that 
are  assured  of  their  safety  while  not  being  fully  informed  of  many 
of  the  risks.  Many  finance  officers  believe  that  they  have  been  mis- 
led by  dealers  regarding  these  instruments.  There  is  a  lack  of  unbi- 
ased information  available  to  finance  officers  regarding  specific  in- 
struments, even  from  outside  investment  advisers  or  bond  counsel 
who  are  not  familiar  with  these  instruments.  As  we  did  in  the  de- 
bate over  the  Government  Securities  Act  of  1993,  GFOA  supports 
strong  enforcement  of  suitability  rules  as  clarified  and  strength- 
ened suitability  rules. 

The  true  impact  of  losses  in  derivatives  on  State  and  local  gov- 
ernments will  depend  on  the  amount  of  loss,  whether  it  is  on  paper 
or  actually  realized,  whether  it  is  reduced  interest  income  or  prin- 
cipals that  is  loss,  and  what  the  results  of  litigation  produces. 

In  varying  degrees,  jurisdictions  will  be  forced  to  take  actions 
similar  to  those  undertaken  by  Odessa  Junior  College:  Increased 
borrowing;  seeking  new  or  increased  sources  of  revenue;  elimi- 
nation of  programs;  and  drastic  reductions  in  expenditures  for  cap- 
ital improvements,  equipment,  and  personnel.  They  may  also  un- 
dergo a  downgrade  in  the  rating  of  their  debt  obligations. 

GFOA  recently  adopted  two  statements  dealing  with  the  use  and 
regulation  of  derivatives.  It  continues  GFOA's  traditional  and  ongo- 
ing efforts  to  educate  its  members.  GFOA  urges  finance  officers  to 
exercise  extreme  caution  in  the  use  of  derivatives  and  to  consider 
their  use  only  when  they  have  developed  a  sufficient  understanding 
of  the  products  and  the  expertise  to  manage  them.  The  rec- 
ommended practice  provides  eight  factors  that  State  and  local 
governments  considering  derivatives  should  use  to  evaluate  the 
appropriateness. 

The  second  statement,  a  policy  position  on  the  regulation  of  de- 
rivatives, supports  the  clarification  or  issuance  of  suitability  rules 
to  assure  that  products  recommended  by  broker-dealers  are  appro- 
priate for  State  and  local  entities.  It  supports  setting  up  reasonable 
capital  requirements  for  broker-dealers  and  urges  that  the  account- 
ing standards  setting  process  for  derivatives  be  accelerated  so  that 
those  who  depend  on  financial  reports  have  reliable  information  on 
which  to  base  their  decisions. 

In  conclusion,  because  many  State  and  local  governments  rep- 
resent a  huge  market  for  derivatives,  public  entities  are  much 
sought  after  customers.  While  some  in  the  industry  have  criticized 
GFOA's  position,  we  believe  that  our  policy  and  recommendations 
are  soimd  and  will  lead  to  responsible  use  of  these  products. 

My  own  experience  in  the  city  of  Lima,  where  we  use  derivatives 
as  a  means  of  increasing  our  investment  income  and  enhancing  op- 
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erations  for  the  general  fund,  demonstrates  that,  with  proper  man- 
agement, derivatives  may  provide  benefits. 

In  Lima,  our  use  of  these  products  was  carefully  researched  be- 
fore entering  into  the  market  and  such  products  are  only  used  for 
excess  funds  that  are  not  needed  to  meet  payroll  or  to  pay  bond- 
holders. We  made  sure  we  understood  these  products  we  were 
buying  before  we  bought  them  and  followed  the  guidelines  of  our 
investment  policy  closely.  We  also  understood  the  risks  these 
products  carry. 

Since  the  passage  of  the  GFOA  positions,  the  association  has 
worked  with  Congress,  the  Federal  Reserve,  and  other  Federal 
agencies  to  assist  them  in  understanding  the  role  of  State  and  local 
governments  in  this  market.  Mr.  Chairman,  we  appreciate  the  in- 
terest of  this  committee  in  the  role  of  derivatives  in  public  finance 
and  we  urge  the  committee  to  continue  its  oversight  of  the  risk 
that  derivatives  pose  to  all  investors  and  look  forward  to  assisting 
you  in  this  effort. 

[The  prepared  statement  of  Mr.  McDougle  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you,  Mr.  McDougle.  Your  prepared  state- 
ment, as  well  as  Mr.  Alwin's  will  be  in  the  record  as  you  give  it 
to  us. 

Let  me  say  I  had  a  chance  to  review  it  and  it  is  very,  very  help- 
ful, informative  and  very  good.  I  want  to  compliment  you. 

Mr.  Alwin. 

STATEMEINTT  OF  LAWRENCE  F.  ALWIN,  TEXAS  STATE  AUDITOR 

Mr.  Alwin.  Mr.  Chairman  and  members  of  the  committee,  thank 
you  for  inviting  me  to  testify  before  you  today.  My  name  is  Law- 
rence Alwin.  I  am  the  State  auditor  for  the  State  of  Texas.  As  you 
heard  in  previous  testimony,  Odessa  College,  a  public  junior  college 
in  Odessa,  Texas,  saw  its  investment  portfolio  plummet  to  less 
than  half  of  its  former  value  due  to  overinvestment  in  high  risk 
mortgage  derivatives. 

The  suddenness  and  the  magnitude  of  this  loss  is  of  great  con- 
cern to  the  State's  leadership.  The  Legislative  Audit  Committee  di- 
rected our  office  to  review  and  report  on  the  causes  of  Odessa  Col- 
lege's financial  problems,  to  determine  if  public  funds  held  by  other 
State  agencies,  universities,  and  junior  colleges  might  be  at  similar 
risk,  and  to  provide  any  recommendations  warrant  bid  our 
findings. 

My  testimony  today  will  have  to  be  somewhat  general,  because 
we  have  not  completed  our  audit  work  or  reported  to  the  Legisla- 
tive Audit  Committee.  I  will  limit  my  remarks  to  general  concerns 
we  have  identified  to  date,  and  to  areas  we  are  looking  at  in  terms 
of  recommendations  to  the  Texas  Legislature.  I  will  note  that  our 
findings  and  recommendations  are  preliminary  in  nature,  and  will 
be  further  refined  as  we  complete  our  audit  work. 

Our  most  important  finding  should  provide  reassurance  to  Texas 
citizens.  On  the  whole,  Texas  agencies  and  institutions  are  pru- 
dently managing  their  investment  portfolios.  We  surveyed  the 
State  agencies,  universities,  and  junior  colleges,  and  found  that  less 
than  10  percent  of  total  State  investments  are  in  derivatives  and 
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only  a  small  fraction  of  that  amount  is  invested  in  what  are  consid- 
ered to  be  volatile  or  high  risk  derivatives. 

Although  the  State's  overall  investment  posture  is  sound,  this 
should  not  be  taken  as  minimizing  the  significance  of  what  oc- 
curred at  Odessa  College.  Odessa  College's  financial  difficulties 
should  serve  as  a  warning  to  all  governing  boards  and  investment 
officers  who  believe  that  it  can't  happen  here. 

Because  our  audit  work  at  Odessa  College  is  continuing,  I  do  not 
wish  to  get  into  detailed  findings  at  this  time.  However,  I  will 
briefly  discuss  some  of  the  factors  which  we  believe  led  to  the  col- 
lege's current  difficulties. 

First,  internal  controls  over  the  investment  function  were  ineffec- 
tive. Due  to  past  investment  successes,  too  much  reliance  was 
placed  on  the  skill  and  judgment  of  the  investment  officer.  College 
administrators  and  the  governing  board  either  did  not  fully  appre- 
ciate the  risk  associated  with  these  investments,  or  proceeded  in 
spite  of  the  risk.  In  either  case,  they  did  not  provide  the  careful 
oversight  required  from  those  who  have  fiduciary  responsibility  for 
the  prudent  management  of  public  funds. 

Second,  there  was  a  complete  absence  of  diversification  of  the  in- 
vestments. The  college  pooled  all  of  its  capital,  including  funds 
needed  for  day-to-day  operation,  and  invested  the  entire  amount  in 
volatile,  high-risk  derivatives.  The  college  was  treating  the  deriva- 
tives as  short-term  investments  that  it  could  sell  as  needed  to  meet 
operating  expenses.  When  the  market  value  of  the  derivatives 
plunged,  they  were  transformed  into  long-term  investments,  be- 
cause they  could  not  be  sold  without  substantial  loss.  The  college 
was  left  with  severe  liquidity  problems  and  could  not  meet  operat- 
ing expenses. 

The  college  has  attempted  to  deal  with  this  crisis  through  a  com- 
bination of  cost-cutting  and  revenue-raising  measures.  But  it  is  im- 
portant to  keep  in  mind  that  the  crisis  could  have  been  averted  if 
the  college  had  exercised  proper  oversights  of  investments  and  had 
maintained  a  diversified  portfolio  which  included  short-term  invest- 
ments to  meet  its  operating  needs. 

From  our  review,  Odessa  College  appears  to  be  unique  in  terms 
of  the  magnitude  of  its  investment  problems.  However,  the  port- 
folios of  a  number  of  other  State  entities  do  contain  a  significant 
percentage  of  derivatives.  Of  the  209  entities  we  surveyed,  15  enti- 
ties have  a  significant  portion  of  their  portfolios  in  derivatives.  Sev- 
eral of  these  institutions  have  experienced  substantial  declines  in 
the  market  value  of  their  derivative  holdings,  but  it  appears  that 
most  of  their  portfolios  are  sufficiently  diversified  to  avoid  the  se- 
vere liquidity  problems  that  were  suffered  by  Odessa  College. 

The  universities  and  junior  colleges  that  have  experienced  sub- 
stantial declines  in  the  value  of  their  derivative  holdings  tend  to 
be  small-  to  medium-sized  institutions  with  smaller  portfolios.  This 
indicates  that  some  of  these  institutions  may  not  have  sufficient  re- 
sources, expertise,  and  internal  controls  to  manage  the  portfolios 
with  these  complex  investment  instruments.  They  may  also  be 
placing  too  much  reliance  upon  the  recommendations  of  brokers 
who,  in  some  cases,  appear  to  be  aggressively  marketing  high-risk 
derivatives  without  fully  considering  the  investment  needs  of  public 
institutions. 
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In  Texas,  five  major  State  entities  hold  over  90  percent  of  the 
State's  total  investments  in  derivatives.  Two  of  the  five  entities 
have  a  significant  portion  of  their  portfolios  in  derivatives.  There 
has  not  been  a  substantial  decline  in  the  market  value  of  their  de- 
rivatives, apparently  because  their  holdings  are  concentrated  in  the 
more  conservative  types  of  derivatives.  This  suggests  that  larger 
entities,  with  their  more  experienced  investment  staffs,  are  more 
likely  to  do  a  better  job  of  assessing  and  managing  the  risk  associ- 
ated with  these  complex  investments. 

Every  participant  in  the  investment  of  public  funds,  from  the 
broker  to  the  governing  board,  has  a  fiduciary  responsibility  to  en- 
sure that  investment  risk  is  fully  disclosed,  documented,  and  un- 
derstood. However,  disclosure  responsibilities  for  derivatives  are 
difficult  to  fulfill  because  derivatives  are  not  currently  required  to 
have  a  risk  rating. 

We  endorse  the  Securities  and  Exchange  Commission's  recent 
recommendation  that  prospectuses  for  derivatives  should  contain  a 
quantification  of  risk.  We  are  also  encouraged  that  investment  rat- 
ing services  are  developing  market  risk-rating  scales  for  deriva- 
tives. Hopefully,  these  efforts  will  lead  to  a  more  uniform  and  ob- 
jective way  of  measuring  the  volatility  of  these  investments. 

We  also  support  the  new  financial  statement  disclosure  require- 
ments for  derivatives  which  have  been  proposed  by  the  Govern- 
mental Accounting  Standards  Board  and  the  Financial  Accounting 
Standards  Board.  If  adopted,  these  disclosure  requirements  will 
provide  oversight  officials  and  auditors  with  better  information  to 
use  in  monitoring  and  evaluating  an  entity's  risk  exposure. 

There  are  a  number  of  other  steps  that  could  be  taken  at  the 
State  level  to  help  prevent  a  recurrence  of  the  problems  at  Odessa 
College.  Although  Texas  State  law  provides  general  investment 
guidelines,  each  State  entity  independently  develops  its  own  invest- 
ment policy.  Obviously,  at  some  of  our  smaller  institutions,  invest- 
ment policies  and  controls  have  not  worked  adequately.  We  believe 
consideration  should  be  given  to  developing  model  investment  pol- 
icy guidelines,  in  consultation  with  experienced  State  investment 
officials  and  advisers.  This  would  help  ensure  that  the  investment 
policies  for  all  State  entities,  large  and  small,  meet  certain  basic 
standards. 

Also,  we  believe  that  each  entity's  investment  policy  and  portfolio 
should  receive  a  periodic  external  review  to  ensure  that  manage- 
ment controls  are  effective,  that  the  economic  and  operating  objec- 
tives of  the  entity  are  being  achieved,  and  that  appropriate  risk 
management  systems  are  in  place. 

We  found  that  the  governing  board's  knowledge  and  involvement 
regarding  the  management  of  investments  varies  considerably  from 
entity  to  entity.  To  help  ensure  that  governing  boards  provide  a 
consistent  level  of  oversight,  we  believe  that  training  for  board 
members  should  include  a  specific  program  on  the  management  of 
investments.  The  legislature  may  also  wish  to  consider  requiring 
that  governing  boards  must  include  a  member  with  demonstrated 
financial  expertise  and  investment  experience. 

As  I  mentioned  earlier,  our  audit  work  is  not  completed.  We  are 
currently  performing  more  detailed  analyses  of  the  investment  poli- 
cies and  portfolios  of  Odessa  College  and  other  junior  colleges  and 
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universities  that  have  experienced  substantial  decHnes  in  the  value 
of  their  derivative  investments.  I  will  be  pleased  to  send  the  com- 
mittee a  copy  of  our  audit  report  when  it  is  completed. 

Again,  Mr.  Chairman,  thank  you  for  inviting  me  to  testify  before 
your  committee.  We  in  Texas  appreciate  your  efforts  to  investigate 
and  find  practical  solutions  to  these  very  complex  problems. 

At  this  time,  I  will  be  pleased  to  respond  to  any  questions  the 
committee  may  have,  although  I  will  not  be  able  to  provide  more 
specific  information  concerning  our  audit  until  the  report  is  final- 
ized and  presented  to  the  Legislative  Audit  Committee. 

Thank  you. 

[The  prepared  statement  of  Mr.  Alwin  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you  very  much.  We  would  very  much  like 
to  have,  once  your  audit  is  made  public,  a  copy,  as  you  have  said 
you  would. 

Also  I  want  to  place  in  the  record  a  copy  of  a  letter  that  I  sent 
Governor  Ann  Richards  on  September  9,  in  which  I  expressed  my 
concern  over  the  growing  use  of  potentially  risky  and  complex  fi- 
nancial products  called  derivatives.  And  I  asked  that  she  alert  all 
of  the  State's  pension  funds,  universities,  school  districts,  and  other 
public  entities  about  the  risk  posed  by  derivatives. 

I  received  an  answer,  in  a  letter  dated  September  16,  in  which 
she  says,  "You  mention  the  investment  loss  of  Odessa  Junior  Col- 
lege, and  urged  us  to  alert  all  State  agencies  about  the  risky  na- 
ture of  derivatives.  In  response  to  the  Odessa  Junior  College  losses, 
my  appointee  at  the  State  Securities  Board  did  send  a  notice  to 
State  agencies,  financial  officials,  cautioning  against  derivative 
investments. 

"Further,  at  the  request  of  the  State's  leadership  offices,  the 
State  Auditor  is  currently  surveying  all  State  agencies  to  determine 
all  derivative  investments  and  identify  areas  of  financial  exposure. 
The  results  from  this  survey  are  expected  in  a  few  weeks.  I  am  es- 
pecially sensitive  to  the  investment  of  our  pension  funds  and  have 
asked  my  staff  to  prepare  a  special  report  on  the  status  of  these 
funds." 

[The  letters  referred  to  can  be  found  in  the  appendix.] 

The  Chairman.  She  certainly  expressed  her  concern  by  a  quick 
response  to  my  letter.  I  am  trying  to  remember,  when  I  was  in  the 
State  Senate,  which  is  now,  the  comptroller,  who  wasn't  elected  at 
that  time,  I  am  talking  about  37  years  ago,  where  he  is  considered 
more  or  less  the  auditor,  if  I  remember  correctly. 

But  your  position,  is  that  an  appointed  position?  I  know  it  is  not 
elective  like  the  comptroller. 

Mr.  Alwin.  Mr,  Chairman,  I  am  an  appointed  State  auditor  by 
the  Legislative  Audit  Committee.  The  Legislative  Audit  Committee 
is  chaired  by  the  Speaker  of  the  House,  and  the  vice  chairman  is 
the  Lieutenant  Governor. 

The  Chairman.  Yes,  I  believe  that  was  a  later  development  after 
I  left  the  Senate.  But  I  want  to  thank  you  very  much  for  your  testi- 
mony and  your  very  ready  response  and  your  willingness  to  travel 
all  the  way  up  here.  Very  helpful. 

Now,  Mr,  McDougle,  you  know,  your  statement  was  very,  very 
good,  incisive  and  yet  succinct.  On  page  3,  the  paragraph  entitled 
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"Derivatives  Loss,  Business,  State  and  Local  Governments,"  reports 
some  losses  not  only  by  corporate  users  and  mutual  fund  investors, 
but  by  State  and  local  governments,  which  have  captured  the  at- 
tention of  Congress,  financial  industry  regulators,  and  other  public 
finance  professionals.  In  addition  to  the  other  witnesses  who  will 
testify  today  in  detailed  and  well-publicized  events,  accounts  in  the 
press  during  the  last  year  have  carried  news  of  the  following.  And 
some  I  would  say  were  not  nationally  carried. 

First,  approximately  18  municipalities  in  my  own  State  of  Ohio 
have  claimed  losses  of  up  to  $14  million  primarily  through  invest- 
ments in  interest  only  strips.  Second,  the  Louisiana  State  Pension 
Fund  has  estimated  losses  of  approximately  $50  million,  much  of 
it  through  investments  in  inverse  floors. 

Third,  City  Colleges  of  Chicago  is  seeking  to  recover  $96  million, 
virtually  all  of  its  systems  investment  portfolio  of  illiquid,  prin- 
cipal-only collateralized  mortgage  obligations  [CMOs],  that  were 
sold  in  apparent  violation  of  the  system's  investment  policy. 

About  20  Minnesota  cities  and  counties  have  watched  the  value 
of  their  investments  plummet  in  a  mutual  fund,  59  percent  of 
which  was  comprised  in  derivatives.  From  January  to  mid-May,  the 
value  of  the  fund  dropped  20  percent.  The  Texas  treasury  has  more 
than  $400  million  invested  in  derivatives,  including  $80  million  in 
CMOs  that  would  not  pass  the  tests  imposed  by  banking 
regulators. 

On  one  $10  million  investment  from  a  student  loan  fund,  no  prin- 
cipal had  been  lost,  but  the  investment  will  earn  only  $17,500  in 
1994  compared  to  a  yield  of  $760,000  in  1992. 

Now  since  then,  have  you  or  your  organization,  the  GFOA,  had 
any  additional  information  as  to  instances  of  this  nature  occurring? 

Mr.  McDoUGLE.  Mr.  Chairman,  I  am  sure  there  are  instances, 
and  there  will  continue  to  be,  and  we  can  search  it  a  little  more 
to  see  if  there  are  specifics.  Keep  in  mind  the  whole  issue  of  mu- 
nicipalities taking  losses  are,  in  the  most  part,  not  widely  dis- 
persed, and  there  may  be  other  entities,  I  am  sure  there  are,  that 
we  are  not  aware  of  now  but  we  probably  will  be  aware  of  once  the 
State  audits  and  things  of  that  nature  occur. 

The  Chairman.  Thank  you. 

Mr.  Leach. 

Mr.  Leach.  Well,  let  me  just  say,  I  think  the  Government  Fi- 
nance Officers  Association,  an  institution  you  have  not  been  overly 
familiar  with,  ought  to  put  you  on  the  road,  Mr.  McDougle.  You 
have  got  a  very  thoughtful  story,  and  I  think  the  people  in  Lima 
are  well  served. 

Mr.  McDougle.  Thank  you. 

Mr.  Leach.  You  raise  the  issue  in  your  testimony  of  suitability. 
And  frankly,  of  all  the  words  in  the  legislation,  this  is  the  one  that 
raises  the  greatest  hackles  among  the  private  sector,  because  it  im- 
plies legal  accountability.  And  of  all  the  words  that  I  think  legisla- 
tively has  to  be  handled  the  most  carefully,  this  is  the  word. 

I  would  only  stress  that  I  think  one  of  the  advantages  of  legisla- 
tion is  that  it  provides  a  very  firm  basis  of  everybody  being  able 
to  understand  where  they  are.  Otherwise,  you  are  going  to  have  the 
legal    system   involved.    Every   public   entity  that  looses   a  lot  of 
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money  is  going  to  sue,  and  the  courts  will  establish  a  standard, 
which  may  itself  be  quite  uneven,  depending  on  the  jurisdiction. 

In  my  home  State  of  Iowa,  we  have  had  a  scandal  that  has  never 
been  tied  to  the  word  "derivatives,"  but  in  all  probability  was.  We 
had  a  group  called  the  Iowa  Trust,  that  took  the  resources  of  many 
Iowa  communities  and  invested  it  with  a  guarantee  of  a  percentage 
or  more  return  than  anyone  else  provided,  and  that  meant  the  per- 
son running  the  trust  would  use  fancy  financial  instruments  to — 
if  he  bet  right,  that  might  well  have  provided  that,  and  if  he  bet 
wrong,  would  end  up  in  loss.  And  it  did  end  up  in  losses,  and  it 
is  something  that  has  been  of  major  concern  in  our  State. 

I  would  only  say  that  there  are  derivatives  that  are  very  helpful 
to  communities.  And  so  one  of  the  questions  is  to  make  sure  that 
the  use  of  derivatives  is  not  made  verboten.  But  the  question  of 
when  suitability  comes  into  play  is  of  interest. 

You  note  that  your  own  city  has  a  standard  that  you  only  use 
funds  that  are  not  necessary  to  meet  current  obligations.  Has  your 
association  developed  model  standards  for  other  communities?  Are 
there  model  codes  that  are  around  for  municipal  government  or  for 
State  government  on  use  of  these  kinds  of  instruments? 

Mr.  McDoUGLE.  Congressman  Leach,  we  have  two  policy  state- 
ments that  deal  with  these  issues  and  things  that  people  should 
look  for  prior  to  investing,  hopefully,  in  the  derivative  market. 

It  is  difficult  to  have  a  generic  policy,  because  all  States  are  dif- 
ferent. For  example,  in  Lima,  we  have  an  investment  board  that 
I  report  to  and  I  am  a  member  of,  and  we  put  in  that  policy,  be- 
cause we  are  a  charter  city  and  we  have  the  authority  to  do  so, 
what  is  permissible  and  what  is  not  permissible,  and  that  is  a  little 
different  from  the  State's  policy,  which  if  you  are  not  a  chartered 
city  you  have  to  abide  by.  We  have  items  in  our  policy  statements 
in  general,  but  we  don't  have  a  specific  policy  that  we  give  cities 
and  say,  this  is  what  you  must  do. 

Mr.  Leach.  All  I  would  say  is,  I  think  it  might  be  an  interesting 
undertaking  for  associations  such  as  yours  to  come  up  with  model 
kinds  of  codes  that  cities  might  want  to  consider.  I  think  that 
might  be  a  very  helpful  part  of  the  national  review. 

Let  me  conclude  that  Ohio  and  Iowa,  which  are  sometimes  con- 
fused, have  something  in  common.  We  have  unique  ways  of  pro- 
nouncing our  cities.  In  Iowa,  we  have  a  great  town  called  Madrid. 
You  have  Lima.  I  am  sure  that  the  Peruvians  and  the  Spanish  are 
amazed. 

Thank  you. 

Mr  McDouGLE.  We  just  tell  everybody  to  think  of  the  bean. 

The  Chairman.  Mr.  McDougle,  let  me  follow  through  a  little  bit 
on  this  question  of  suitability. 

We  know  the  general  feeling  is  that  not  enough  information  was 
given  in  order  to  appraise  or  judge  these  risks.  Do  you  feel  that 
government  regulators  are  currently  doing  enough  to  enforce  suit- 
able rules  on  those  who  sell  derivatives  to  State  and  local  govern- 
ments? 

Mr.  McDougle.  That  is  a  difficult  question  to  answer.  I  would 
say  that  the  position  that  the  entities  have  taken  losses  find  them- 
selves in,  had  there  been   some   sort  of  interdiction,  maybe  the 
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amount  and  type  of  losses  that  occurred  may  not  have  occurred  or 
to  the  degree  they  have  occurred. 

So  do  we  support  the  concept?  Yes,  we  do.  And  we  probably 
would  have  to  see  particulars  of  legislation  as  an  organization  to 
decide  whether  we  want  to  support  everything  in  the  legislation. 

The  Chairman.  Do  you  believe  banks  and  brokers  are  doing 
enough  to  protect  their  customers? 

Mr.  McDoUGLE.  I  would  say,  Mr.  Chairman,  it  would  depend  on 
the  institution,  and  really  it  boils  down  to  the  particular  broker. 
You  can  have  good  firms  and  bad  firms — and  some  of  the  firms 
that  were  cited  in  earlier  testimony,  I  am  sure  have  individuals 
that  have  done  a  great  job  of  managing  portfolios.  They  haven't 
pushed  some  of  those  things  that  have  gotten  people  in  trouble.  We 
all  know,  in  our  State  in  particular,  a  lot  of  people  took  a  hit  just 
because  of  interest-only  mortgage  securities. 

So  part  of  it  is  really  the  broker-dealers  and  the  banks  probably 
could  do  a  better  job.  But  I  guess  personally  the  way  I  view  my  job 
is  that  I  have  a  responsibility  too,  and  just  as  I  can't  point  the  fin- 
ger at  someone  not  informing  me,  I  guess  I  have  got  to  sort  of  know 
the  right  questions  to  ask  or  I  am  going  to  get  taken  advantage  of. 
And  whether  it  is  CMOs  or  insurance  or  anything,  we  wear  an 
awful  lot  of  hats.  Believe  me,  I  probably  wear  30  hats.  We  have  got 
to  know  which  questions  to  ask. 

The  Chairman.  I  can  imagine.  I  served  on  the  city  council,  in 
fact,  I  started  there  and  discovered  that  this  is  what  I  wanted  to 
do,  what  I  call  legislative  advocacy.  And  the  reason  I  am  here  today 
is  because  I  was  determined  to  develop  an  expertise  on  municipal 
financing.  And  I  got  involved,  in  fact  got  people  mad,  I  have  been 
shot  at,  an  attempt  was  made  to  scare  me  off  the  city  council  by 
trying  to  frame  me.  So  you  do  get  very  desperate. 

And  this  was  1953,  1954,  you  know,  when  by  all  accounts  you 
didn't  have  a  distressful  economic  situation.  So  when  you  get  into 
these  periods  of  time  in  which  we  have  had  a  sustained,  deflated — 
contrary  to  all  of  this  talk  of  administrations,  and  I  regret  to  see 
this  administration  pumping  out  the  same  statistics  that  President 
Reagan  and  President  Bush  did  about  how  many  jobs  had  come 
aboard,  how  everything  was  hunky-dory,  and  how  much  the  na- 
tional debt  was.  And  it  takes  everything  I  have  got  to  keep  from 
getting  demoralized. 

I  have  been  through  all  of  these  tricks.  Gramm-Rudman-Hollings 
was  supposed  to  have  reduced  the  debt.  By  the  time  Gramm-Rud- 
man-Hollings was  considered  dead,  the  debt  had  gone  up  by  over 
$3  trillion.  So  it  keeps  one  doing  everything  possible  to  keep  from 
being  cynical.  And  I  am  glad  to  say  that  in  all  these  years  that  I 
don't  think  I  am. 

I  have  the  faith,  but  the  faith  is  in  the  people  that  you  and  I 
serve.  And  you  are  right,  I  am  delighted  to  hear  your  sense  of  re- 
sponsibility. This  is  what  I  have  always  been  an  enemy  of,  privilege 
and  power  without  accountability.  And  that  has  been  the  name  of 
the  game. 

In  fact,  we  just  heard  the  previous  witness  recite  the  old  story 
that,  you  know,  there  wasn't  anything  you  could  do  or  government 
could  do,  it  was  one  of  those  things  that  happens  in  life.  And  they 
have  been  saying  that  all  through  the  history  of  our  country.  And 
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the  issue  isn't  whether  government  should  intervene  or  not.  The 
government's  been  doing  that  since  the  founding  of  the  Nation. 

The  big  question  is  on  behalf  of  whom?  And  there  is  where  the 
question  lies.  And  in  this  case,  to  hear  a  man  tell  me  that,  well, 
no  matter  what  you  want  to  do,  you  can't  do  anything  about  it,  it 
is  like  saying  that  there  is  nothing  you  can  do  about  murder  by 
passing  a  law  against  murder. 

There  is  no  question  that  in  a  complex  era  and  society  in  which 
even  local  government  has  become  very  complicated,  and  I  can  tes- 
tify to  that,  even  going  back  to  40  years,  41  years  ago,  and  I  am 
well  aware  that  on  this  level  there  are  things  that  should  have 
been  and  haven't  been  done.  But  it  doesn't  mean  that  we  shouldn't 
try  and  keep  on  trying  because,  eventually,  the  beauty  of  our  sys- 
tem is  the  people  are  there,  it  is  just  a  question  of  what  can  they 
do  about  it  since  they  have  elected  us  as  their  agents  and  they  de- 
pend on  us. 

And  if  we  don't  do  anything,  well,  then  I  don't  know  what  they 
can  do.  And  it  is  dangerous  to  the  sustenance  of  our  system  as  we 
understand  it.  I  worry  about  it  because  I  think  that  it  isn't  self- 
sustaining.  We  have  got  to  work  at  it.  We  can't  take  it  for  granted 
and  I  think  we  are.  And  there  are  huge  problems  that  even  now 
I  can't  get  any  attention  from  any  level.  Congress  or  out  of  Con- 
gress, executive  branch  or  anywhere,  that  I  think  are  problems 
that  are  of  such  dimensions  that  this  country  hasn't  really  faced 
them  since  the  beginning  of  the  Nation. 

The  value  of  our  currency,  for  instance.  Who  is  talking  about 
that  now?  Can't  get  anybody  interested.  Yet,  to  me,  that  is  the  Fed- 
eral question,  that  is  all  tied  in  with  this.  It  ultimately  comes  down 
to  it,  because  our  share  of  stock  in  our  government  is  a  $1  note. 
And  if  the  $1  note  has,  as  it  has,  sustained  constant  losses  in  value 
over  the  last  15  to  20  years,  but  particularly  using  the  baseline 
year  of  1970,  our  dollar  in  1994  is  worth  10  cents.  How  long  can 
that  go?  What  is  involved? 

Well,  try  to  talk  about  how  the  risk  and  the  danger  is  clear  and 
present  that  the  dollar  can  be  replaced  as  the  international  reserve 
currency  unit,  and  it  is  like  space  scientists  talk  about  the  Moon. 
And  nevertheless,  it  is  tied  in  with  what  is  happening.  You  can  do 
everything  you  can,  we  can  do  everything  we  can,  but  we  reached 
a  point  where  no  longer  do  our  institutional  bulwarks,  Federal  Re- 
serve Board,  for  instance,  have  any  control  over  such  things  as  in- 
terest rates. 

Oh,  they  now  admit  that  they  determine  interest  rates,  but  up 
until  Mr.  Paul  Volcker,  in  his  last  years,  every  single  Chairman  of 
the  Federal  Reserve  Board  would  come  before  this  committee  and 
say  we  have  nothing  to  do  with  interest  rates.  Well,  you  know, 
those  are  acts  of  God.  And  I  would  ask  them,  I  would  say,  you 
mean  it  is  an  act  of  God?  They  would  deny  that,  but  I  was  afraid 
they  were  going  to  say,  yes,  it  was.  So  now  they  admit  it  is. 

But  actually,  since  the  late  1970's,  particularly,  there  are  such 
external  forces  over  which  we  no  longer  have  control,  that  no  mat- 
ter what  the  Federal  Reserve  wants  to  do,  it  is  in  gridlock.  And  it 
has  been  since  at  least  1987,  when  we  had  Mr.  Volcker,  in  his  last 
year,  admit  that  no  longer  can  the  Federal  Reserve  say  we  are 
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going  to  control  it  domestically  by  the  Open  Market  Committee's 
determination  of  the  price  of  government  bills  and  so  forth. 

Because  external  forces  now  determine  that,  so  that  it  is  caught 
in  gridlock  because,  since  1985  when  we  became  a  debtor  nation  for 
the  first  time  since  1914,  we  allowed  through  the  high  interest 
yields  to  attract  huge  sums  of  infusions  of  investment  through  di- 
rect acquisition  of  assets  and  indirect  acquisition  of  assets  and  gov- 
ernmental Japanese  up  until  they  started  withdrawing  just  about 
2  years  ago  and  created  the  crisis  we  are  undergoing  now.  They 
don't  want  to  talk  about,  had  35  percent  in  our  treasuries  and 
therefore  our  debt.  You  didn't  have  to  be  a  prophet  to  see  when 
they  start  withdrawing. 

So  if  you  lower  interest  rates,  the  infusion  of  this  foreign  capital 
that  came  in  and  began  by  direct  acquisition  of  assets  and  contin- 
ues, you  hear  a  lot  about  the  Japanese,  but  the  British  have  2V2 
times  what  the  Japanese  have.  Nobody  talks  about  that.  There 
may  be  a  little  bit  of  racial  consideration. 

Now,  it  is  dangerous  from  this  standpoint  that  if  we  as  the  only 
nation  that  has  nad  the  great  privilege  of  paying  its  debts  in  its 
own  currency,  loses  that  as  the  dollar  is  replaced  as  the  inter- 
national reserve  currency  unit,  all  of  this  huge  overhang  of  debt, 
private,  us,  governmental,  and  corporate,  which  equals  the  govern- 
mental right  now,  will  have  to  be  paid  back  in  somebody  else's 
currency. 

I  have  been  predicting  since  1979  it  will  eventually  be  the  ECU, 
the  European  currency  unit.  At  this  point,  all  quotations  in  the 
markets  in  Europe  are  made  in  ECUs,  not  dollars.  And  the  ECU 
is  worth  about  $1.30  right  now.  So  it  wouldn't  take  much,  in  mv 
opinion,  yet  the  Chairman  of  the  Federal  Reserve  Board  with 
whom  I  have  discussed  this  danger  for  4  or  5  years,  a  couple  of 
very  prominent  international  bankers  say,  oh,  no,  not  in  the  imme- 
diate foreseeable  future  and  only  if  at  some  time  the  United  States 
enters  a  very  deep  period  of  instability.  But  they  can't  answer  any 
question  as  to  why  it  can't  happen,  once  five  or  six  of  the  industrial 
nations  decide  to  pool  their  reserves  and  nationalize  the  currency. 

Well,  that  is  the  ECU,  could  be,  why  it  wouldn't  be  replaced. 
Now,  what  does  that  mean?  I  know  it  is  difficult.  It  means  that  you 
have  lost  what  we  fought  for  in  the  beginning  of  this  country,  our 
economic  and  financial  independence,  and  that  means  that  you 
translate  it  down  to  every  hamlet,  village,  township,  city,  home- 
owner or  not.  State  government,  you  will  have  a  devalued  currency. 
And  I  hate  to  sound  gloomy  or  anything,  but  I  do  because  the  facts 
are  there.  And  up  to  now,  I  have  had  no  rebuttal  on  the  factual 
basis.  And  if  those  are  the  dangers,  then  I  have  always  believed  we 
anticipate  them.  And  I  learned  that  serving  on  the  city  council,  as 
I  learned  what  it  was  to  be  in  an  elected  political  office. 

I  want  to  thank  you,  because  I  think  that  this  is  ultimately 
where  the  salvation  is  coming  from,  from  your  level,  Mr.  Alwin's 
level.  But  at  this  point,  the  questions  I  have  had,  you  have  an- 
swered them  directly  as  to  what  it  is  that  can  be  done,  that  should 
be  done,  that  would  be  helpful  to  the  localities  and  the  State  gov- 
ernments from  the  Federal  level. 

I  don't  see  how  in  the  world  the  Federal  Grovernment  can  escape 
the  responsibility  of  being  the  information  gatherer  and  whether 
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that  involves  a  State  chartered  institution  or  not.  And  I  want  vou 
to  know  that  your  testimonies  today  are  most  helpful  and  valuable. 
I,  for  one,  as  long  as  I  am  on  this  committee  or  continue  to  be 
chairman,  and  those  are  things  again  that  in  this  environment 
nowadays  in  this  institution  are  high-risk  activities,  but  I  would 
sav  that  as  long  as  I  have  anything  to  do  with  it,  I  intend  to  pursue 
this  with  all  my  might  and  main. 

And  if  I  have  spoken  out  on  what  seems  to  be  an  irrelevant  mat- 
ter, let  me  assure  you  that  in  my  mind,  in  my  heart,  and  soul,  it 
is  a  very  present  and  very  germane  issue  and  danger.  And  I  must 
speak  out  and  let  time  judge.  But  up  to  now,  I  insist  on  speaking 
out  because  even  though  the  fears  have  been  minimized  that  I  have 
expressed,  there  has  been  no  rebuttal.  I  want  to  thank  you  very 
much  for  your  patience  and,  as  I  said  and  repeat,  the  help  you  have 
given  us  this  morning.  And  we  will  continue  to  be  in  communica- 
tion with  you. 

And  as  we  said  earlier,  we  will  hope  to  get  the  results  of  your 
study  and  it  may  be  that  Governor  Richards  was  also  referring  to 
another  request  she  had  made  for  a  report.  And  if  it  is,  we  will  ask 
to  get  that  from  the  Governor's  office  when  it  is  finished. 

But  thank  you  very  much,  gentlemen.  Have  a  good  day  and  safe 
trip  back  home.  I  want  to  testify  to  the  staffs  on  the  majority  side. 
I  haven't  introduced  the  actual  man  in  position  of  directing  this, 
Dennis  Kane,  but  also  we  have  an  invaluable  assistant  to  Mr. 
Kane,  and  that  is  Mr.  Joe  Reilly.  They  are  both  here,  and  I  wanted 
the  record  to  show  that.  We  owe  them  whatever  fruit  is  borne  of 
these  hearings. 

Thank  you  again.  The  committee  stands  adjourned  until  tomor- 
row morning  at  10  o'clock  in  this  hearing  room. 

[Whereupon,  at  1:30  p.m.,  the  hearing  was  adjourned,  to  recon- 
vene at  10  a.m.,  Thursday,  October  6,  1994.] 
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Opening  statement  of  Henry  B.  Gonzalez,  Chairman 
Committee  on  Banking,  Finance  and  Urban  Affairs 

Recent  Losses  in  the  Derivatives  Marketplace 

October  5,  1994 

The  Wall  Street  Journal  recently  estimated  that  the  value  of 
the  global  derivatives  market  is  over  $38  trillion  and  growing 
rapidly.  For  the  past  several  years  I  have  expressed  increasing 
concern  over  the  rapid  growth  in  the  derivatives  market,  especially 
the  uncontrolled  growth  in  new,  complex  derivative  products  that 
are  misunderstood  by  even  the  most  sophisticated  investors. 

But  the  most  worrisome  aspect  of  the  derivatives  market  is  the 
fact  that  much  of  the  underpinnings  of  the  trillion  dollar  a  day 
global  derivatives  market  is  rampant  speculation  and  gambling. 
Investors  of  many  types,  from  large  multinational  corporations  to 
small  towns  and  even  Indian  tribes,  have  lost  hundreds  of  millions 
of  dollars  in  soured  derivatives  bets. 

The  newspapers  contain  daily  stories  of  entities  losing  money 
from  risky  derivatives  investments.  The  scenario  is  all  too 
familiar;  investors  feel  that  the  risks  were  not  fully  explained  - 
the  sellers  believe  that  the  investors  were  willing  to  gamble  for 
a  higher  return.  Somewhere  in  between  lies  the  truth,  but  the 
bottom  line  is  that  losses  from  derivatives  continue  to  mount  and 
they  wreak  havoc  on  many  unsuspecting  investors.  In  the  past  I 
have  proposed  a  tax  to  help  dampen  derivatives  speculation.  Taxing 
speculative  derivative  transactions  was  supported  recently  by  the 
former  British  Chancellor  of  the  Exchequer  Denis  Healy  who  stated 
that   98%   of   all   foreign  exchange  transactions   were   purely 
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speculative  and  that  they  needed  to  be  curbed. 

While  the  alarm  bells  are  sounding,  it  appears  that  the 
financial  regulators  are  content  to  let  the  speculative  fires  burn 
out  of  control  while  they  keep  the  fire  trucks  parked  at  the 
station.  While  I  am  Chairman,  the  Banking  Committee  will  not  shy 
away  from  this  issue.  Today's  hearing  will  explore  several  recent 
cases  of  entities  losing  money  from  risky  derivatives  investments. 

As  policy  makers  with  responsibility  for  preventing  another 
S&L-type  crisis,  we  must  examine  and  fully  understand  derivatives 
losses  to  ensure  that  the  problems  are  not  systemic.  That  is  the 
only  way  we  can  protect  the  financial  system  and  taxpayers  and  that 
is  why  we  are  hear  today. 

I  want  to  thank  our  distinguished  witnesses  and  look  forward 
to  hearing  about  their  recent  experiences  with  derivatives.  First, 
however,  I  would  like  to  welcome  my  distinguished  colleague  from 
Massachusetts,  Richard  Neal. 
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STATEMENT  OF  THE  HONORABLE  JAMES  A.  LEACH 
HOUSE  BANKING  COMMITTEE  HEARING  ON  DERIVATIVES 
OCTOBER  5,  1994 

Thank  you,  Mr.  Chairman.  As  an  elected  representative  of  the 
public,  I  am  obligated  to  express  reservations  about  a  total  laissez 
faire  approach  to  the  fastest  growing  financial  market  in  the  history  of 
the  world.  For,  if  a  financial  meltdown  occurs,  it  is  inevitable  that, 
as  in  the  S&L  debacle,  there  will  be  an  immediate  tendency  to  privatize 
profits  and  socialize  losses. 

The  subject  of  derivatives  from  a  public  policy  direction  and  the 
Washington  debate  regarding  framework  legislation  to  supervise 
derivatives  activities  has  become  a  somewhat  puzzling  circumstance  laden 
with  ironies.  Each  day  new  stories,  such  as  those  we  will  hear  today, 
appear  concerning  losses  that  institutions  have  absorbed  from  their 
derivatives  activities.  One  irony  is  that  as  the  losses  have  continued 
to  accumulate,  the  industry  and  regulators'  position  of  no  legislation 
has  continued  to  gain  strength.  These  losses  have  occurred  as  the  credit 
markets  have  taken  a  modest  change  in  direction  this  year.  While  no 
major  catastrophe  has  yet  occurred,  many  would  argue  that  these  losses 
may  be  an  early  warning  sign  much  like  losses  in  the  S&L  industry  in  the 
late  '70's  and  early  '80's  were  a  precursor  to  the  $120  billion  taxpayer 
bailout.  Wall  Street  must  learn  that  it  cannot  ignore  mainstream 
concerns  and  values.  Yet  we  hear  a  repeated  drumbeat  from  industry  and 
the  Washington  regulators  that  Congress  should  not  act  in  this  area  and 
that  the  regulators  are  vigilantly  supervising  these  markets.  Another 
irony  is  that  as  losses  mount,  the  industry  may  want  to  re-assess  whether 
a  no-legislative  strategy  is  in  their  best  interest.  New  market  entrants 
as  well  as  new  country  entrants  continue  to  reduce  market  stability  and 
increase  market  volatility,  thereby  threatening  current  market 
participants. 
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It  would  seem  that  framework  protections  should  be  developed  in 
today's  circumstances,  when  we  have  modest  warning  signs  evident  in  the 
marketplace,  rather  than  in  a  crisis  atmosphere.  As  we  have  seen  in  the 
past,  legislating  in  a  crisis  situation  often  leads  to  Congressional 
over-reaction  in  which  no  one's  interests  are  served.  I  would  submit  that 
while  there  have  been  fanfared  speeches  and  modest  steps  taken  by  certain 
regulators,  most  notably  the  OCC,  to  implement  new  standards,  there  is 
little  evidence  of  the  development  of  uniform  approaches  within  and 
outside  our  shores. 

Unless  derivatives  are  regulated  by  product  type  as  well  as 
institution  kind,  the  market  will  simply  be  skewed  to  those  market 
participants  not  subject,  as  commercial  banks  are,  to  safety  and 
soundness  scrutiny.  And  unless  considered  efforts  are  made  to  develop 
international  standards,  the  market  will  be  skewed  to  the  advantage  of 
foreign  participants. 

This  phenomenon  of  "regulatory  arbitrage"  is  being  played  in  three 
different  areas  of  the  derivatives  markets,  namely:  banks  vs.  unregulated 
entities,"  OTC  vs.  exchange- traded  derivatives;  and  U.S.  vs.  other 
countries.  Governments  cannot  blatantly  ignore  a  problem  when,  after 
all,  they  are  the  insurer  of  last  resort  for  deposits  of  leveraged 
institutions  which  with  derivatives  are  playing  leveraging  games. 

The  sheer  magnitude  of  the  market  and  the  extraordinary  growth  in 
product  trading  present  worrying  concerns.  Regulators  have  no  choice 
except  to  establish  as  the  highest  possible  priority  the  need  to  be 
vigilant  in  guarding  against  the  potential  risks  to  individual 
institutions  and  to  the  financial  system  as  a  whole  posed  by  derivatives 
trading.  Despite  the  apparent  benefits  of  wider  use  of  derivative 
products,  a  persuasive  argument  can  be  made  that  only  sophisticated  users 
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with  comprehensive  risk  management  strategies,  qualified  personnel,  and 
deep  financial  reserves  should  participate  actively  in  this  exploding 
market . 

In  the  derivatives  arena  there  is  a  particular  problem  of  new  kids 
on  the  block.  When  a  few  earn  a  lot,  it  is  inevitable  that  a  lot  more 
will  demand  a  piece  of  the  action,  and  as  Newton  observed:  "action 
equals  reaction."  If  problems  develop  in  the  derivatives  marketplace,  it 
is  a  good  bet  that  they  will  be  less  likely  to  stem  from  the  major  firms 
operating  in  the  mainstream  than  from  firms  that  are  new  entrants  or 
operating  at  the  fringes  of  this  market.  Any  governmental  approach  to 
derivatives  trading  must  be  premised  on  the  assumption  that  all  market 
participants  are  not  equal  in  sophistication  or  integrity  and  that 
distinctions  must  inevitably  be  made  between  prudential  and  less 
prudential  actors.  Just  as  well-run,  well-capitalized  financial 
institutions  have  a  powerful  case  for  considerable  deregulation  today, 
poorly  run,  poorly  capitalized  institutions  demand  significant,  if  not 
draconian  oversight . 

The  derivatives  marketplace  has  evolved  greatly  in  the  last  year  auid 

I  believe  it  would  be  helpful  to  review  market  events  to  place  these 

changes  in  context.  Reported  losses  due  to  derivatives  continue  to  mount 

while  regulatory  concerns,  while  varied,  appear  to  lag  behind  efforts  to 

constrain  such  losses.   Numerous  market  events  have  occurred  this  year 

that   highlight   the   need   for  prudent   supervision  of   derivatives 

activities.  As  the  list  is  quite  long,  I  will  only  cite  the  names  of  the 

institutions  and  the  amount  of  losses  they  experienced  related  to 

derivatives,  and  not  cite  the  circumstances  surrounding  the  losses: 

Metallgesellshaft  lost  nearly  $1  billion,- 
Gibson  Greetings  lost  $19.7  million,- 
Minnetonka  fund  lost  over  $90  million; 
Procter  &   Gamble  lost  $102  million; 
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Dell  Computer  lost  over  $500,000; 

Piper  Jaffray  investors  lost  more  than  $700  million; 

Pat  Robertson's  International  Family  Entertainment  lost  $2.1 

million; 

PaineWebber  Group  lost  $268  million; 

Zweig  Cash  Fund  lost  $415,000; 

CS  First  Boston  lost  $40  million; 

Kidder,  Peabody  &  Co.  lost  $30  million; 

BankAmerica  Corp.  funds  lost  $67.9  million; 

Harris  Trust  lost  $33  million; 

the  Virginia  Retirement  System  lost  $66  million; 

the  town  of  Jackson,  Ohio  lost  $344,000; 

Charles  County,  Maryland  lost  $1.3  million; 

Odessa  Junior  College  in  Texas  lost  $11  million; 

Wilmington  Trust  Co.  lost  $3.8  million; 

the  state  auditor  of  Wyoming  lost  $15  million; 

Independent  Bancorp  of  Arizona  lost  $50  million; 

Community  Assets  Management  lost  $5  million; 

the  Eastern  Shoshone  Indian  Tribe  lost  approximately  $5  million; 

and  undisclosed  amounts  were  lost  by  the: 

New  York  Muni  Fund,   _ 

Mead  Company, 

Fundamental  U.S.  Government  Strategic  Income  Fund, 

Granite  Hedge  Funds, 

the  Florida  State  Treasurer, 

and  the  City  Colleges  of  Chicago. 

The  long  list  of  these  market  problems  may  provide  an  important 
early  warning  sign  to  regulators  and  legislators.  In  light  of  these  and 
other  market  events,  the  regulators  have  taken  certain  actions  this  year 
to  improve  their  supervision  of  derivatives.  And  while  regulators  have 
moved  to  implement  credit  risk  standards,  their  actions  related  to  market 
risk  standards  have  been  less  impressive.  The  major  losses  experienced 
this  year  related  to  derivatives  have  been  largely  related  to  market 
risk.  Yet  the  regulators,  with  the  exception  of  the  OTS,  have  failed  to 
produce  even  the  interest  rate  risk  standards  mandated  to  be  completed 
last  year  under  the  Federal  Deposit  Insurance  Corporation  Improvements 
Act  of  1991.  This  failure  to  comply  with  the  1991  law  can  only  be 
described  as  troubling. 

While  haste  in  the  development  of  public  policy  is  generally 
inappropriate,  timeliness  is  nevertheless  key.  Related  to  suitability 
and  therefore  this  hearing,  it  seems  that  the  OCC  "appropriateness 
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standard"  is  a  good  first  step  for  the  banking  agencies.  It  is 
unfortunate  that  the  other  agencies  appear  to  be  resisting  this  modest 
standard.  However,  the  courts  may  ultimately  impose  de  facto  suitability 
standards  on  dealers  depending  on  the  outcome  of  the  Gibson  Greetings 
case  and  other  litigation.  In  the  final  analyses,  it  may  benefit 
derivatives  dealers  to  have  some  form  of  statutory  suitability  or 
appropriateness  standard  to  provide  certainty  and  safe  harbor  from  law 
suits  which  may  develop  because  clear  standards  are  not  legislated. 

In  addressing  these  concerns  related  to  capital,  accounting, 
disclosure  and  suitability.  Chairman  Gonzalez  and  I  have  introduced  broad 
based  legislation  to  spur  supervisory  activities  in  these  areas.  The 
type  of  framework  legislation  we  have  laid  out  is  of  a  minimalist  nature, 
and  virtually  all  of  the  provisions  contained  in  the  legislation  were 
suggested  by  the  regulators,  with  virtually  all  of  the  provisions  vetted 
widely  within  academia  and  the  private  sector.  The  issue  isn't  so  much 
about  the  approach  contained  in  the  legislation  the  Chairman  and  I  have 
introduced  as  it  is  with  concern  for  what  the  legislation  could  if 
modified  become.  There  may  be  good  reason  to  be  skeptical  of 
Congressional  judgment.  But  the  rule  of  law  cannot  be  uniformly  expanded 
by  by-passing  lawmakers. 

As  the  debate  regarding  derivatives  regulation  proceeds  next 
Congress,  we  will  work  together  with  the  Energy  &  Commerce  Committee  on 
issues  related  to  the  functional  regulation  of  capital  market  activities, 
including  Glass-Steagall  reform  and  mutual  fund  practices.  Derivatives 
will  be  considered  in  the  context  of  this  debate.  The  question  is  not 
whether  Congress  should  act,  but  how  carefully  it  will.   Thank  you. 
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HOUSE  BANKING  COMMITTEE  HEARING  ON  DERIVATIVES 

OCTOBER  4,  1994 


Mr.  Chairman,  I  want  to  thank  you  for  holding  this  hearing 
on  derivatives.    As  we  have  seen  in  the  past,  and  will  see  today, 
derivatives  are  widely  misunderstood.    This  misunderstanding  is 
due  to  several  factors.    One  is  some  derivatives  are  complex 
instruments  and  unsophisticated  investors  should  be  cautious 
about  in  investing  in  ANY  instrument  they  don't  understand. 
Second,  even  when  the  instrument  is  called  a  derivative,  it  is  not 
necessarily  a  derivative.   This  morning  we  are  going  to  hear  alot 
about  collateralized  mortgage  obligations.    Some  of  the  witnesses 
will  call  CMOs  "derivatives."    However,  CMOs  are  "securities" 
as  defined  by  Section  5  of  the  Securities  Act  of  1933.    Therefore, 
CMOs  are  required  to  be  registered  with  the  Securities  and 
Exchange  Commission  and  are  subject  to  the  rules  and 
regulations  of  US  securities  laws. 
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Much  will  be  said  about  losses  stemming  from  derivatives. 
It  is  not  surprising  that  money  was  lost  from  derivatives  since 
money  can  be  gained  and  lost  from  any  instrument.    In  fact,  if 
you  bought  a  United  States  government  security  two  years  ago 
and  sold  it  yesterday,  you  would  have  LOST  money.    The 
principal  of  the  bond  has  declined  as  interest  rates  have  climbed. 
Therefore,  you  would  lose  money  even  on  something  as  "safe"  as 
a  US  government  security. 

We  are  also  going  to  hear  about  how  much  money  was  lost 
by  several  institutions.  However,  we  are  not  going  to  hear  how 
much  money  they  made  because  of  derivatives. 

Derivatives  are  not  the  "fall  guy."    There  should  be  closer 
scrutiny  by  counties  and  colleges  over  their  investments.   The 
responsibility  is  theirs  not  some  nefarious  broker  or  some 
complex  instrument.    Mr.  Chairman,  at  this  point  I  would  like  to 
enter  into  the  record  a  New  York  Times  article  on  derivatives. 
The  article  makes  several  good  points  that  need  to  be  considered 
as  this  committee  continues  its  examination  of  this  issue. 
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In  conclusion,  Mr.  Chairman,  this  hearing  is  about  more 
than  just  derivatives.    It  is  about  responsibility.    I  think  some  of 
today's  testimony  and  much  of  the  complaints  we  hear  about 
derivatives  is  emblematic  of  America.    When  things  are  going 
well,  so  be  it.   When  things  go  bad,  it's  somebody  else's  fault. 
Today  is  hearing  offers  us  a  chance  to  rethink  how  we  take 
responsibility  for  our  own  actions. 
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'^ominueairom  fage  I 
lives  have  become  a  dirty  vk^ord," 
said  Arvind  Sodhani.  treasurer  of  tlie 
Intel  Corporation,  who  manages  the 
microchip  maker's  cash  reserves  of 
$5  billion.  "To  earn  the  highest  re- 
turn you  need  to  use  all  the  arrows  in 
your  quiver,  and  today  that  includes 
derivatives." 

Of  course,  derivatives  deals  can  be 
risky,  and  some  of  the  companies 
that  have  lost  rponey  feel  misled. 
After  the  Gibson  Greetmg  Company 
lost  $25  million  on  derivatives  trades 
earlier  this  year,  it  filed  suit  against 
the  Bankers  Trust  Company,  the  big 
New  York  bank  and  major  deriva- 
tives dealer.  Gibson  Greeting 
claimed  it  had  been  lured  into  exces- 
sively speculative  deals  by  "decep- 
tion, cheating  and  fraud." 

PROCTER  &  GAMBLE  ab- 
sorbed a  $157  million  pretax 
charge  against  earnings  from 
losses  on  derivatives  transactions. 
The  big  consumer  products  compa- 
ny threatened  to  sue  its  bank,  also 
Bankers  Trust,  but  it  hasn't. 

Bankers  Trust  denies  the  charges 
that  it  misled  the  companies,  saying 
they  knew  the  risks  they  were  tak- 
ing. 

These  cases,  and  other  disputes, 
hinge  on  specific  bank-client  con- 
tracts and  communications.  The  de- 
tails are  confidential.  But  it  is  worth 
noting  that  when  interest  rates  were 
falling  steadily  and  when  derivatives 
provided  a  mechanism  for  making 
leveraged  bets  that  rates  would  fall 
further,  disputes  were  scarce  in- 
deed. It  was  when  rates  reversed 
sharply  earlier  this  year,  turning 
many  profitable  bets  into  losses,  that 
companies  started  to  cry  fouf. 

"I  don't  think  it's  the  dealers'  re- 
sponsibility to  say  how  much  risk  a 
corporation  should  have,"  said  Mi- 
chael S.  Joseph,  a  partner  at  Ernst  & 
Young,  the  accounting  firm.  "The 
greed  factor  is  entering  into  the  deci- 
sions on  the  corporate  side." 

And  clearly,  these  powerful  finan- 
cial tools  sfiould  only  be  used  by 
experts  who  understand  them.  "De- 
rivatives are  truly  remarkable 
things,"  said  Andre  Perold.  a  finance 
professor  at  the  Harvard  Business 
School.  "But  they  are  like  a  new 
fighter  plane.  You  don't  put  an  aver- 
age pilot  in  an  F-15  fighter  without 
special  training" 

At  (he  same  time.  f^r.  Perold 
points  out  that  once  companies  learn 
how  (0  use  this  advanced  financial 
weaponry  for  defensive  purposes, 
It's  natural  and  often  profitable  for 
them  to  take  on  some  extra  risk 


"You  can't  say,  'V/e  never  specu- 
late, we  only  hedge," "  he  said. 
"That's  impossible  and  if  it  weren't 
it  would  probably  be  too  costly.  A 
little  bit  of  speculation  is  probably 
good,  if  you  are  any  good  at  it." 

Moreover,  the  kind  of  derivatives 
losses  reported  in  recent  months  by 
companies  is  not  the  kind  of  problem 
that  most  worries  central  bankers 
and  economists.  In  January  1992, 
Mr.  McDonough's  predecessor  at  the 
New  York  Fed,  E.  Gerald  Corngan, 
for  the  first  time  made  this  special- 
ized business  a  public  issue  by  warn- 
ing a  gathering  of  bankers  that  de- 
rivatives could  introduce  unforeseen 
risks  into  the  financial  system. 

THE  danger,  central  bankers 
feared,  was  that  because  deriv- 
atives transactions  are  usually 
custom-made  contracts  between  two 
parties  —  typically  a  bank  and  a 
corporate  customer  —  the  failure  of 
one  large  player  in  the  market  could 
ripple  through  the  entire  business. 
Unlike  stocks  or  bonds,  which  can 
move  through  the  markets  like  a  hot 
potato,  these  tailored  finarcial  prod- 
iicts  stay  on  the  books  of  the  dealers 
who  sell  them  until  they  mature. 

Thus  the  nightmare,  regulators 
warned,  was  of  'payment  gridlock" 
in  the  derivatives  market,  where  a 
default  by  a  bank  or  a  big  corporate 
derivatives  user  would  cascade  un- 
controllably to  others  they  dealt 
with. 

This  systemic  problem  has  not 
materialized.  "We  need  to  be  vigi- 
lant about  systemic  risk,"  Mr.  Mc- 
Donough  noted  "But  the  visions  of 
meltdown  are  overblown." 

Instead,  the  losses  recently  have 
been  mainly  the  result  of  companies 
simply  making  bad  bets  on  the  direc- 
tion of  interest  rates  —  a  very  differ- 
ent, more  isolated,  less  worrisome 
issue. 

"There  have  been  relatively  few 
highly  publicized  lossfes,"  said  Wal- 
ter Shipley,  the  chairman  of  Chemi- 
cal Bank,  a  large  derivatives  dealer. 
"All  of  the  regulators  that  have 
looked  at  it  have  fundamentally  af- 
firmed that  most  of  the  market  func- 
tions responsibly." 

The  public  anxiety  about  deriva- 
tives stems  Ml  part  from  the  sense 
that  these  transactions  seem  to  be 
unrel;:'ed  to  normal  business.  To 
most  people,  they  look  suspiciously 
like  the  sort  of  thing  one  should  get 
at  a  bookie  rather  than  at  a  bank 

Frankly,  in  some  ways  they  are  a 
bit  like  gambling,  but  then  again  so 
IS  insurance  A  homeowners  policy, 
after  all,  essentially  pays  off  100  to  1 
in  cash  if  the  house  burns  down  The 
most  common  use  of  derivatives, 
similarly,  is  as  a  form  of  financial 
insurance. 

Merck  &  Company,  the  nation's 
largest  drug  company,  uses  deriva- 
tives to  shield  the  earnings  on  its 
export  sales  from  uncertainty  on 
currency  swings 

In  the  early  1980's,  Merck  learned 
the  hard  way  that  not  flaying  the 
financial  markets  aggressively  was 
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an  extremely  risky  stance.  Half  of 
Merck's  sales  are  abroad  and  as  Ihr 
dollar  rose  through  the  mid-80's.  the 
company's  foreign  sales  converted 
into  fewer  and  fewer  dollars.  By 
t985.  when  the  dollar  peaked.  Merck 
had  seen  its  revenues  reduced  by 
J900  million  because  of  currency  ad- 
justments. 

«iHBHE  strength  of  the  dollar  hurt 
■  our  ability  lo  make  capital 
I  expenditures  and  fund  re- 
search and  development,"  recalled 
Judy  Lewent,  the  company's  chief 
financial  officer 

Merck's  chairman,  P.  Ray  Vage- 
los,  ordered  the  company's  financial 
experts  to  find  a  way  to  reduce  the 
currency  risk.  So  Ms  Lewent  and 
her  staff  devised  a  strategy  using 
one  form  of  derivatives,  currency 
options,  combined  with  a  sophisticat- 
ed computer-based  model  known  as 
a  Monle  Carlo  Simulation  intended 
to  determine  the  probability  of  rate 
moves  helping  or  hurting  profits. 

In  a  small  tr:iding  room  in 
Merck's  New.  Jersey  headquarters, 
two  traders  now  manage  a  portfolio 
of  $3  5  billion  in  currency  options 

Again,  as  with  insurance.  Merck 
pays  a  premium  to  a  bank  that  sells 
the  option.  In  return,  the  company 
gets  the  right  to  exchange  a  certain 
amount  of.  say.  German  marks  for 
dollars  at  a  set  exchange  rate  on  a 
given  day  in  the  future 

But  if,  when  it  needs  German 
marks.  Merck  can  get  a  better  rate 
in  conventional  currency  markets,  it 
ust  lets  the  option  expire.  That  way. 
Merck  benefits  if  the  mark  goes  up. 
allowing  the  company  to  bring  home 
more  dollars,  but  it  is  protected  by 
the  option  if  the  mark  falls 

"These  hedges  eliminate  the 
downside  risk  and  preserve  our  up- 
side gain,"  explained  A  John  Kear- 
ney, Merck's  assistant  treasurer 
With  this  type  of  derivative,  the  only 
thing  at  risk  is  the  premium  paid  for 
the  option. 

By  contrast,  the  Air  Products  and 
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came  aware  of  his  company's  prob- 
lem only  when  he  ordered  what  he 
thought  would  be  a  routine  audit  as  a 
double-check  after  Procter  &  Gam- 
ble announced  its  big  loss.  But  the 
audit  uncovered  five  leveraged 
transactions  that,  he  says  were  noi 
adequately  disclosed  to  top  manage 
"lent  and  not  fully  understood  by  the 
Air  Products  financial  staff  who 
bought  the  swap  contracts 

"There  was  a  misjudgment  in  as- 
sessing the  risk  of  these  transac- 
tions," Mr   White  said 


AFTER  the  $G7  million  loss  Air 
L  Products  replaced  its  ircasur- 
ler  and  assistant  treasurer 
The  company.  Mr.  White  says  has 
also  tightened  its  policies  and' pro- 
cedures for  managing  derivatives 
risks 

Yet  despite  the  misstep,  Mr  White 
still  believes  that  the  benefits  from 
derivatives,  when  they  are  used  cor- 
rectly, far  outweigh  the  risks  He 
estimates  thai  the  company's  use  of 
derivatives  has  helped  trim  its  annu- 
al interest  payments  by  15  to  20 
IXTccnl  over  the  last  five  years  or 
by  roughly  $100  million.  Even  with 
the  recent  loss.  Mr  White  said.  "We 
are  still  ahead  of  the  game,  com- 
pared to  where  wc  would  have  been 
if  we  had  done  no  swaps  at  all." 

The  biggest  derivatives  loss  by  an 
American  company  came  last  year 
and  It  came  as  no  surprise  lo  the 
loser.  Sears.  Roebuck  &  Company. 
The  company  took  a  pretax  charge 
of  $237  million  in  1993  The  Sears  loss 
shows  that  for  a  huge  borrower  there 
can  be  a  sizable  risk,  and  cost,  even 
for  pursuing  what  it  regarded  as  a 
conservative  strategy. 

The  Chicago-based  retailer  was 
able  to  raise  money  cheaply  by  sell- 
ing what  grew  to  be  $1 1  billion  in 
commercial  paper,  a  short-term 
debi  instrument  with  rates  that  fluc- 
tuate with  the  market. 

To  protect  itself  against  any  sud- 
den increases  in  interest  rates.  Sears 
decided  in  the  1980's  to  buy  swap 
contracts  that  essentially  converted 
the  obligations  into  fixed  rales,  rang- 
ing from  7  percent  to  12  5  percent. 

In  Its  swap  arrangements,  typical- 
ly made  with  a  bank  or  broker.  Sears 
would  make  regular  payments  at  a 
fixed  interest  rate  to  the  dealer  and 
would  receive  in  return  —  the  swap 
—  a  payment  that  would  fluctuate 
with  the  rate  it  owed  on  its  commer- 
cial paper. 

If  rales  rose,  the  swap  would  cover 
the  cost  of  the  higher  payments.  But 
whai  happened  was  that  rales  fell 
sharply,  so  the  swap  obligated  the 
company  to  pay  much  more  every 
month  than  11  would  have  if  it  had 
kept  the  floating  rate. 

The  real  reckoning  for  Sears  came 
last  year,  when  its  management  de- 
cided 10  sell  off  assets  and  use  the 
proceeds  10  pay  off  billions  of  dollars 
worth  of  debt  When  the  company 
took  that  step.  II  look  a  loss  both  on 
the  swaps  and  also  on  bonds,  since  it 
had  10  make  prepayment  penalties 
for  leiiring  the  bonds  before  they 
matured 

Alice  M  Peterson,  the  treasurer  of 
Sc«rs.  doesn't  blame  the  swaps  for 
the  problem  'We  had  a  $50  billion 
portfolio  of  fixed-incomc  obligations 
before  the  icstruclunng."  Ms  Pe- 
lerson  said  "II  would  be  stupid  to 
[hmk  aboui  managing  that  kind  of 
debt  without  considering  the  uSt  of 
derivatives"  ■ 
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RQURE  14 

Death  and  derivatives  In  New  Yoric  City 
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statement  of  Richard  E.  Neal 

Before  Committee  on  Banking,  Finance  and  Urban  Affairs 

Derivatives  Losses 

October  5,  1994 


Mr.  Chairman,  first  of  all,  I  would  like  to  commend  you  for 
holding  this  hearing  to  exeimine  recent  losses  caused  by  investments 
in  financial  derivatives.  I  am  concerned  about  the  recent  losses 
in  derivative  investments  of  several  public  and  private 
institutions.  This  hearing  will  shed  light  on  the  risk  involved  in 
investing  in  derivatives. 

Last  spring,  I  testified  before  Chairman  Neal's  Subcommittee 
on  Financial  Institutions  and  addressed  the  sale  of  mutual  funds. 
I  believe  there  is  a  relationship  between  the  sale  of  mutual  funds 
and  investments  in  financial  derivatives.  In  the  last  several 
years,  banks  have  increased  their  sale  of  mutual  funds.  For  the 
first  time  in  history,  assets  of  mutual  funds  have  exceeded  assets 
of  deposits.  With  the  continuation  of  low  interest  rates,  riskier 
investments  have  become  more  popular. 

Derivatives  have  been  compared  to  the  high-risk,  high-yield 
"junk  bonds"  that  were  so  popular  in  the  1980s.  All  of  us  who  have 
served  on  the  Committee  on  Banking  remember  the  mess  junk  bonds 
helped  create.  Derivatives  are  complex  financial  instruments  whose 
value  depends  on  the  price  of  some  underlying  asset.  The  market 
for  over-the-counter  (OTC)  derivatives  is  basically  a  private 
market.  Until  recently,  public  investors  have  been  excluded  to 
some  extent.  Little  information  is  available  about  the 
transactions  and  there  is  no  Government  regulator  with  clear 
jurisdiction. 

Derivatives  are  growing  and  expanding  at  a  rapid  rate  and 
becoming  more  complex.  Often  the  derivative  is  misunderstood  by 
the  investor  or  the  brokers  who  sell  them.  At  first,  it  appeared 
most  of  the  derivative  losses  were  from  corporations  or  financial 
firms  with  experienced  investment  officers.  Now,  we  realize  public 
groups  and  colleges  have  reported  losses  from  derivatives  in  1994. 

The  increased  activity  in  derivatives  will  eventually  affect 
more  and  more  consumers.  Just  last  week,  for  the  first  time  in 
history  investors  in  a  money  market  fund  have  lost  money.  The 
cause  of  this  recent  loss  was  ill-timed  investments  in  derivatives. 
The  fund  experienced  a  small  loss  and  the  fund  catered  to  large 
institutional  investors. 
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Neal  statement -page  2 

Money  market  funds  were  thought  to  be  a  safe  investment . 
Money  markets  have  grown  to  more  than  $600  billion  in  assets  and 
average  investors  are  using  these  funds  as  a  substitute  for 
traditional  bank  passbook  savings  accounts.  These  funds  typically 
invested  in  short-term,  high  quality  securities  are  considered 
cimong  the  safest  of  investment  products  offered  my  mutual  funds  and 
banks . 

However,  there  has  been  increasing  concern  about  the  losses 
from  derivatives  throughout  the  mutual  fund  industry.  Many 
institutions  have  pumped  money  into  their  funds  to  prevent  a  loss 
to  investors.  Derivatives  has  been  the  cause  of  the  loss  to  these 
funds . 

Currently,  there  is  a  misconception  among  the  average 
investor.  The  average  investor  believes  they  have  made  a  safe 
investment.  Often  this  investment  is  in  Government  securities. 
Investments  in  Government  securities  does  not  mean  the  Federal 
government  will  insure  the  investment. 

When  I  testified  about  the  sale  of  mutual  funds  by  banks  I 
talked  about  the  confusion  about  the  scope  of  federal  deposit 
insurance.  Many  depositors  are  not  clear  on  which  types  of 
deposits  are  covered  by  federal  deposit  insurance.  So  many 
consumers  believe  any  type  of  investment  instrument  from  a 
depository  institution  is  covered  by  federal  deposit  insurance. 

Last  fall,  I  introduced  the  "Depository  Institution  Mutual 
Fund  Sales  Act."  This  legislation  places  two  requirements  on 
depository  institutions  to  notify  customers  who  purchase  mutual 
funds  on  the  premise  of  the  institution  that  mutual  funds  are  not 
insured  deposits.  The  first  requirement  is  an  insured  depository 
institution  shall  require  any  person  who  sells  or  offers  for  sale 
a  mutual  fund  to  disclose  in  writing  to  any  person  who  seeks 
information  about  the  sale  of  a  mutual  fund  that  they  are  not 
insured  deposits.  The  second  requirement  is  an  insured  depository 
institution  should  include  in  advertisements  and  promotional 
materials  the  information  that  mutual  funds  are  not  covered  by 
depos i t  insurance . 

I  realize  the  scope  of  the  hearing  today  goes  beyond  the  sale 
of  mutual  funds  to  average  investors.  But  this  hearing  raises  an 
important  issue- -the  suitability  of  the  sale  of  derivatives. 
Mutual  funds  are  using  derivatives  more  frequently  and  the  average 
investor  does  not  understand  the  concept  of  a  derivative  and  is 
most  likely  unaware  of  the  risk  involved  with  mutual  funds. 


70 


Neal  statement-  page  3 

I  am  not  here  before  you  today  to  say  that  risky  investments 
should  not  be  sold,  but  the  investor  should  be  made  aware  of  the 
risk.  As  our  financial  instruments  become  more  complicated  and 
more  global,  certain  types  of  investments  may  not  be  suitfdsle  for 
the  average  investor  or  public  institutions.  We  have  to  be 
concerned  about  the  suitability  of  derivatives  and  the  role  complex 
financial  instruments  play  in  our  financial  market  place. 

I  have  always  believed  banks  owe  an  explanation  to  their 
customers  about  the  scope  of  federal  deposit  insurance.  Also, 
those  that  sell  derivatives  should  be  highly  trained  and  have  the 
capability  to  fully  explain  the  risks  involved  in  such  instances. 
Adequate  disclosure  by  financial  institutions  is  necessary. 

In  the  areas  of  both  mutual  fund  and  derivative  guidelines 
have  been  released  by  the  regulators.  However,  we  need  to  go 
beyond  guidelines  in  order  to  insure  that  the  investors  in  mutual 
funds  clearly  understand  the  product.  We  do  not  want  to  find 
ourselves  in  a  situation  where  the  average  investor  has  lost  his 
life  savings  in  mutual  funds  because  of  derivatives.  Congress  and 
the  Federal  regulators  need  to  take  emother  look  at  derivatives  and 
mutual  funds . 
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Lewis  Teel 

Bank  of  America 
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The  Committee  on  Banking,  Finance,  and  Urban  Affairs 

United  States  House  of  Representatives 

Octobers,  1994 


Chairman  Gonzalez  and  members  of  the  Committee,  thank  you  for  inviting  me  here 
today.  My  name  is  Lewis  Teel,  and  I  am  responsible  for  Risk  Management  for  all  trading 
activities,  including  derivatives,  at  Bank  of  America.  Since  May,  I  have  also  been  overseeing 
Bank  of  America's  mutual  fiinds.  I  am  pleased  to  offer  Bank  of  America's  views  at  this  hearing 
on  the  risks  posed  by  derivatives. 

Chairman  Gonzalez,  in  your  letter  of  invitation  you  asked  that  I  discuss  the  facts 
about  the  "derivatives  losses"  suffered  by  money  market  funds  advised  by  Bank  of  America,  and 
the  subsequent  decision  by  BankAmerica  Corporation  (BAC)  to  cover  these  losses  with 
payments  into  the  funds.  Before  I  do,  let  me  describe  Bank  of  America's  derivatives  activities 
and  how  we  view  this  important  market. 


72 


Bank  of  America  is  both  a  dealer  and  an  end-user  of  derivatives.  As  a  dealer,  Bank  of 
America  has  a  long  history  of  offering  these  products  to  our  major  customers.  We  did  a 
currency  swap  as  early  as  1979  and  U.S.  dollar  interest  rate  swaps,  futures,  and  foreign  exchange 
options  in  the  early  1980s.  According  to  last  Friday's  American  Banker,  we  were  the  sixth 
largest  bank  derivatives  dealer,  ranked  by  notional  amount,  as  of  June  30,  1994. 

As  an  end  user,  BankAmerica  Corporation  hedges  a  variety  of  exposures  using 
derivatives,  including  futures,  forward  rate  agreements,  options  and  swaps.  The  gross  notional 
contract  value  of  the  Corporation's  "end-user"  portfolio  of  derivative  hedges  consists  of 
approximately  $28.2  billion  of  interest  rate  swaps,  $8.6  billion  of  interest  rate  options,  $16.6 
billion  of  interest  rate  futures,  and  $1 .6  billion  of  foreign  exchange  forwards  and  currency  swaps. 

The  reasons  these  products  are  used  is  simple:  they  are  the  cheapest,  least  risky,  and 
most  efScient  way  to  reduce  the  risks  generated  in  the  course  of  our  primary  business  of 
intermediating  between  depositors  and  borrowers.  Here  are  some  examples. 

•  While  our  depositors  generally  want  to  be  able  to  withdraw  their  funds  within 
hours,  days  or  months,  our  mortgage  borrowers  often  want  to  lock-in  their 
funding  costs  for  much  longer  periods.  We  use  interest  rate  swaps  to  manage 
the  repricing  risk  on  deposits  used  to  fund  long  term  mortgages. 

•  When  we  offer  a  consumer  a  cap  on  her  adjustable  rate  mortgage,  we  use 
derivatives  to  offset  the  interest  rate  risk  we  would  otherwise  have  to  bear 
ourselves. 


73 


•  When  we  finance  the  exports  of  a  Silicon  Valley  chip  manufacturer,  we  may 
agree  to  accept  payment  six  months  later  in  Japanese  yen.  Currency  forwards 
allow  the  bank  and  our  customer  to  make  this  commitment  without  bearing 
currency  risk.  We  also  use  currency  derivatives  to  hedge  the  capital  invested 
in  our  subsidiaries  throughout  the  world. 

•  When  we  purchase  a  bond  issued  by  a  local  school  district,  which  can  be 
called  before  its  maturity  date,  we  may  purchase  an  option  to  allow  the  bank 
to  hold  this  bond  without  risk  if  the  bond  is  called. 

In  each  of  these  examples,  derivatives  allow  the  bank  to  better  serve  its  customers  — 
American  households,  public  institutions  and  corporations  —  with  a  broader  range  of  products 
more  cheaply  and  with  less  risk  to  shareholders,  employees  and  other  stakeholders.  Our 
experience  as  a  successful  user  of  derivatives  is  paralleled  by  that  of  thousands  of  institutions 
throughout  the  U.S.  —  many  of  whom  are  customers  of  our  dealers  units.  Derivatives  are  used 
by  corporations  to  help  stabilize  their  cash  flows.  This  stability  encourages  greater  long-term 
investment,  which  is  the  foundation  for  business  growth.  Ultimately,  this  translates  into  higher 
employment  and  higher  standards  of  living. 

In  sum,  derivatives  are  important  and  powerful  tools  for  managing  a  variety  of  risks. 
We  believe  that  the  benefits  of  derivatives  to  our  customers,  to  our  shareholders  and  to  financial 
market  participants  generally  are  enormous,  far  exceeding  the  costs  associated  with  occasional 
missteps  such  as  those  that  have  been  reported  in  the  press  recently. 
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BAC  is  in  the  business  of  accepting  and  managing,  for  our  own  account  and  for 
others,  all  kinds  of  risks  —  credit  risk,  interest  rate  mismatches,  basis  risk,  imbedded  options  risk, 
foreign  exchange  risk,  fraud,  and  operating  risk  to  name  several.  We  manage  all  of  these  risks 
on  an  integrated  basis  —  not  product  by  product  or  instrument  by  instrument.  Derivatives  are 
just  a  set  of  tools  in  our  toolbox.  To  think  of  the  derivatives  market  as  a  separate  worid  unto 
itself  is  simply  a  mistake. 

For  example,  the  management  of  credit  risk  associated  with  our  derivatives  activities 
is  an  integral  part  of  an  overall  credit  risk  management  process  which  establishes  credit  exposure 
limits  for  each  of  our  counterparties.  It  does  not  matter  whether  the  exposure  to  a  particular 
client  is  from  a  swap  agreement,  a  loan,  or  something  else.  An  overall  limit  is  set  for  each  client 
based  on  an  internal  assessment  of  the  client's  CTedit  quality.  Similarly,  market  risk,  our  exposure 
to  changes  in  interest  rates  and  other  market  prices,  is  measured  and  managed  not  on  an 
instrument  by  instrument  basis,  but  by  carefully  analyzing  the  potential  impact  of  movements  in 
maiicet  rates  on  the  institution  resulting  from  all  of  our  activities. 

BAC  has  over  40  trading  units  in  30  countries,  employing  derivatives  in  one  way  or 
another.  We  have  more  than  100  people  dedicated  to  providing  the  controls  we  require  in 
trading  exposure  and  compliance.  All  of  these  risks,  and  the  risk  management  process  itself,  are 
periodically  reviewed  by  inside  auditors,  external  auditors,  and  various  bank  regulators. 
Additionally,  there  are  senior  level  committees  at  the  bank  which  regularly  review  the  activities 
and  must  approve  all  new  product  offerings. 
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In  all  of  our  activities,  we  take  our  responsibilities  to  our  customers  quite  seriously. 
We  have  policies  covering  the  appropriateness  of  products  for  particular  customers  and 
counterparties.  The  "know  your  customer"  rule  is  an  important  principle.  Supporting  this 
principle  is  a  process  by  which  managers  and  traders  discuss  deals  in  process  with  their  superiors 
at  the  bank  to  insure  that  the  transactions  are  appropriate  for  that  particular  customer's  situation. 
Since  derivatives  products  are  designed  to  provide  finaiicial  solutions  for  our  customers,  our 
customers  need  to  know  the  relevant  "what  if  s"  that  might  reasonably  occur.  These  scenarios 
are  discussed  with  our  customers. 

Nonetheless,  all  the  instruments  and  techniques  in  the  worid  do  not  change  the  fact 
that  people  make  the  decisions.  We  encourage  our  clients  to  use  derivatives  wisely.  This  means 
that  they  need  to  understand  why  the  instrument  is  being  used,  what  the  potential  risks  are,  and 
how  it  will  help  them  achieve  their  financial  objectives.  But  it  is  simply  not  possible  to  legislate 
away  risk-taking.  Derivatives,  like  cash  instruments,  can  be  used  to  take  risks  as  well  as  reduce 
them.  For  many  institutions,  choosing  not  to  hedge  may  produce  just  as  much  risk  as  outright 
position  taking.  If  a  speculator  happens  to  be  right,  he  or  she  can  make  a  lot  of  money.  If  a 
speculator  happens  to  be  wrong,  big  losses  can  also  occur.  Needless  to  say,  the  losers  generally 
attract  most  of  the  public's  attention  and  sympathy.  The  losers  also  have  an  incentive  to  claim 
that  they  were  ill-advised  about  the  risks  when  things  go  bad,  even  when  the  facts  suggest 
otherwise   For  every  story  that  has  appeared  in  the  press  about  a  derivatives  user  that  has  lost 
money  on  an  ill-advised  transaction,  there  are  hundreds,  probably  thousands,  more  that  have 
benefited  fi^om  their  use. 
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The  role  of  management  cannot  be  overemphasized  in  this  regard.  In  every 
institution  with  complex  financial  problems,  senior  management,  not  just  the  treasury 
department,  should  understand  the  financial  strategy,  the  manner  in  which  it  will  be  implemented, 
and  all  complex  financial  instruments  employed.  An  independent  review  of  the  associated  risks 
and  the  consequences  of  potential  changes  in  market  values  is  also  appropriate.  Judging  fi-om 
recent  press  reports,  many  of  the  so-called  derivatives  "horror  stories"  seem  to  involve 
breakdowns  in  these  fijndamental  management  principles. 

IS  DERIVATIVES  LEGISLATION  NEEDED? 

Mr.  Chairman,  I  know  you  and  Mr.  Leach,  your  co-sponsor  of  H.R.  4503,  believe 
that  legislation  is  needed  to  ensure  greater  supervision  and  regulation  of  the  derivatives  industry. 
But  as  you  know,  there  is  a  tremendous  amount  of  activity  already  underway  at  U.S.  and 
international  regulatory  bodies,  at  the  Financial  Accounting  Standards  Board,  and  among  other 
private  groups  and  associations,  all  of  which  is  directed  toward  improving  regulation  and 
supervision,  accounting  and  disclosure  practices,  risk  management,  capital  standards,  and 
coordination  among  regulatory  agencies. 

•  Last  month,  the  U.S.  bank  regulatory  agencies  proposed  changes  to  the  risk- 

based  capital  rules  to  expand  the  current  conversion  factors  used  to  calculate 
potential  fiiture  exposure  of  derivatives  contacts,  to  recognize  the  use  of 
qualifying  netting  arrangements,  and  to  deal  with  derivatives  contracts  in 
commodities,  precious  metals  and  equities. 
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•  The  Basle  Committee  on  Banking  and  Supervision  is  currently  revising  its 
proposed  framework  for  assessing  capital  to  cover  the  market  risk  associated 
with  traded  debt,  equity  and  foreign  exchange. 

•  In  July,  the  Basle  Committee  on  Banking  and  Supervision  and  the  Technical 
Committee  of  the  International  Organization  of  Securities  Commissions 
jointly  issued  risk-management  guidelines  for  all  financial  market  participants 
that  include  among  other  things:  appropriate  oversight  by  boards  of  directors 
and  senior  management;  a  risk  management  process  involving  the  continuous 
measuring,  monitoring,  and  controlling  of  risk;  accurate  and  reliable 
management  information  systems;  timely  management  reporting;  and 
thorough  audit  and  control  procedures. 

•  The  Financial  Accounting  Standards  Board  is  planning  to  issue  a  proposed 
rule  soon  requiring  companies  to  disclose  more  information  about  the 
derivatives  they  hold. 

•  The  Clinton  Administration's  Working  Group  on  Financial  Markets,  which 
includes  Secretary  Lloyd  Bensten,  and  the  heads  of  the  Federal  Reserve 
Board,  the  Securities  and  Exchange  Commission,  and  the  Commodity 
Futures  Trading  Commission,  is  reported  to  be  making  headway  on  some  of 
the  issues  raised  by  the  General  Accounting  OflRce's  derivatives  study 
released  earlier  this  year. 
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While  H.R.  4503  is  well-intentioned,  and  it  highlights  several  areas  where  work  is 
already  underway,  I  urge  you  to  give  these  ongoing  efforts  a  chance  before  pursuing  legislation. 
Legislation  at  this  time  would  send  mixed  and  confusing  signals  to  the  market.  By  suggesting 
that  derivatives  are  speculative  and  excessively  risky,  it  could  deter  a  broad  range  of  potential 
issuers  and  investors,  who  might  otherwise  benefit  from  using  derivatives  to  manage  risks  or 
lower  their  cost  of  capital,  from  taking  advantage  of  these  instruments.  Moreover,  it  has  real 
potential  to  encourage  market  partipants  to  shift  financial  activity  overseas.  Finally,  we  have 
some  thoughts  about  specific  provisions  of  H.R.  4503,  which  I  would  be  happy  to  share  with 
you  when  it  would  be  appropriate  to  do  so. 

BAC's  CAPITAL  CONTRffiUTION  TO  THE  PACIFIC  HORIZON  FUNDS 

Let  me  now  turn  to  the  facts  surrounding  BAC's  capital  contribution  to  the  money 
market  mutual  fiinds  advised  by  Bank  of  America  and  try  to  offer  some  perspective  on  the  role 
of  structured  notes  in  this  episode. 

The  Pacific  Horizon  Prime  and  Government  Funds  are  two  no-load,  money  market 
fiinds  offered  by  Pacific  Horizon  Funds,  Inc.,  an  open-end  management  investment  company 
registered  with  the  Securities  and  Exchange  Commission  under  the  Investment  Company  Act  of 
1940.  The  Pacific  Horizon  Prime  Fund  has  been  in  existence  since  March  30,  1984.  The 
Government  Fund  was  originally  established  on  June  4,  1990.  Bank  of  America  is  investment 
advisor  to  Pacific  Horizon  Funds.  Concord  Financial  Group,  Inc.,  a  company  not  affiliated  with 
BAC,  sponsors  the  Funds  and  acts  as  their  distributor.  Concord  Holding  Corporation  is  also  the 
administrator  for  the  Fund  family. 
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At  various  points  from  1992  to  October  1993,  the  Prime  and  Government  Funds 
acquired  variable  and  floating  rate  notes  issued  by  U.S.  government  agencies.  These  so-called 
"structured  notes"  offer  interest  rates  which  are  determined  by  formulas  based  on  common 
indices  such  as  the  prime  rate,  the  London  Interbank  Offer  Rate  (LIBOR),  or  the  Eleventh 
District  Cost  of  Funds  Index  (COFI).  Such  instriunents  have  been  referred  to  as  "derivatives"  in 
the  press.  Although  one  might  quarrel  with  this  characterization,  some  of  the  government 
agency  securities  in  the  portfolios  had  payment  features  that  resemble  derivative  instruments.  At 
the  time  they  were  acquired,  these  notes  met  all  objective  criteria  for  purchase  by  the  Prime  Fund 
and  the  Government  Fund  and  were  permissible  investments  pursuant  to  the  40  Act,  the  rules  of 
the  Securities  and  Exchange  Commission,  the  positions  and  policies  of  the  staff  of  the  SEC,  the 
investment  objectives  and  policies  of  the  Funds,  and  the  guidelines  of  the  Funds'  Boards  of 
Directors.  The  notes  were  rated  in  the  highest  rating  categories  by  a  nationally  recognized 
statistical  rating  organization,  such  as  Standard  &  Poor's  Corporation  and  Moodys  Investor 
Service  and  there  was  a  liquid  trading  market  for  the  notes.  The  notes  did  not  amount  to  more 
than  10%  of  each  of  the  Fund's  respective  portfolios  at  the  time  they  being  purchased. 

Assets  in  the  Funds  fluctuated  from  month  to  month,  but  when  the  Federal  Reserve 
instituted  a  series  of  interest  rate  increases  to  control  inflationary  pressure,  they  began  to  decline 
sharply.  Within  a  90  day  period,  the  Prime  Fund  experienced  redemptions  of  over  $7  billion  as 
institutional  investors  sought  out  higher  yields  elsewhere. 

To  meet  the  demand  for  redemptions,  the  Prime  Fund  was  required  to  sell  off  a  large 
portion  of  its  investments,  some  of  them  at  a  loss  because  their  rates  had  not  yet  reset  to  reflect 
higher  market  rates   Rather  than  permit  the  net  asset  value  of  the  Fund's  shares  to  fail, 
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BankAmerica  Corporation  —  the  holding  company,  not  the  bank  —  elected  to  make  a  capital 
addition  to  the  Fund  of  $17.4  million  on  May  6.  OCC  and  Federal  Reserve  officials  were 
informed  of  the  activities  affecting  the  Prime  fund  and  the  addition  of  capital. 

The  structured  notes,  in  most  cases,  continued  to  pay  interest  at  rates  that  were 
significantly  above  then-prevailing  short  term  interest  rates,  and  the  trading  market  for  the  notes 
continued  to  remain  liquid.  When  the  Prime  Fund  began  to  experience  significant  redemptions, 
however,  the  notes  became  a  greater  proportion  of  the  Prime  Fund's  assets.  In  June,  SEC 
warnings  in  the  press  about  the  use  of  "structured  notes"  by  money  market  fijnds,  and  the 
continuing  references  to  these  instruments  as  "derivatives,"  led  to  an  increase  in  redemptions 
experienced  by  the  Prime  Fund.  During  the  third  week  of  June,  these  problems  also  began  to 
spill  over  into  the  Government  Fund. 

In  light  of  market  conditions  and  concerns  expressed  about  the  use  of  structured 
notes  for  money  market  fiinds.  Bank  of  America  proceeded  to  sell  the  structured  notes  iri  the 
Government  and  Prime  Funds.  Price  pressures  on  the  structured  notes  resulted  in  losses  at  the 
time  of  the  sale.  The  losses  amounted  to  2%  to  4%  of  the  face  value  of  the  securities.  This  rate 
of  loss  is  low  compared  to  the  30%  to  40%  losses  reported  recently  by  certain  short-term 
government  securities  fijnds  that  had  invested  in  structured  notes. 

Although  Bank  of  America  and  BAC  had  no  legal  obligation  to  take  any  action  to 
maintain  the  net  asset  value  of  the  fiinds,  and  the  risks  to  investors  were  clearly  disclosed  in  the 
prospectus,  the  decision  was  made  to  make  the  capital  contributions  to  foster  the  bank's 
important  mutual  fiind  investment  advisory  role,  to  protect  the  bank's  core  customer  fi'anchise 
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and  to  safeguard  the  reputation  of  the  bank  in  the  market.  In  the  end,  we  feh  that  the  bank's 
clients  had  invested  in  these  money  market  funds  in  part  due  to  the  bank's  preeminent  quality  of 
service  and  respected  reputation  across  all  product  lines.  We  did  not  lose  sight  of  that  fact  when 
we  considered  the  options  available. 

Although  our  policies  and  procedures  were  in  full  compliance  with  applicable  law  and 
regulation  throughout  this  period,  this  experience  has  led  us  to  improve  our  policies  and 
procedures  with  an  emphasis  on  risk  control.  A  Fiduciary  Market  Risk  Policy  Committee  has 
been  established  with  responsibility  for  approving  and  monitoring  fiduciary  investment  risk 
policies  applicable  to  all  fiduciary  investment  accounts.  In  addition,  the  bank  is  placing  greater 
emphasis  on  understanding  its  client  base  and  attempting  to  build  direct  relationships  with  clients 
who  invest  in  the  Funds  through  the  Funds'  independent  distributor.  As  you  know,  banks  are 
prohibited  fi'om  acting  as  distributor  of  an  open-ended  mutual  fund  by  the  Glass-Steagall  Act. 
Many  of  the  shareholders  in  the  Prime  Fund  were  clients  of  the  distributor.  The  bank  did  not 
have  a  direct  relationship  with  these  shareholders,  consequently  we  did  not  have  a  full 
appreciation  for  the  degree  to  which  these  shareholders  were  sensitive  to  slight  changes  in  short 
term  interest  rates. 

Most  importantly,  we  do  not  believe  that  this  episode  was  essentially  related  to 
derivatives,  or  that  it  demonstrates  the  need  for  derivatives  legislation.  Fundamentally,  the 
problem  came  about  because  the  investment  decisions  were  mismatched  to  the  highly  interest 
rate  sensitive  client  base  of  the  fiind  in  the  rising  interest  rate  environment  in  which  we  found 
ourselves.  Structured  notes  contributed  to  our  problem,  but  the  problem  could  just  as  easily 
have  arisen  without  such  notes  depending  on  the  weighted  average  maturity  of  the  fund. 
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It  is  also  important  to  put  BAC's  capita]  contribution  to  the  Pacific  Horizon  Funds  in 
perspective.  We  are  in  the  business  of  managing  all  kinds  of  risks.  Bank  of  America  sustained 
$525  million  in  credit  losses  fi-om  our  lending  activities  in  the  first  half  of  1994,  even  though  our 
lending  activities  contributed  substantially  to  our  bottom  line.  Similarly,  our  risk  management, 
investment  advisory,  and  trading  activities  are  profitable.  Losses  in  some  activities  are  to  be 
expected,  but  they  are  generally  balanced  out  by  gains  elsewhere.  Management  and  the  risk 
control  process  must  insure  that  exposure  to  loss  is  j^)propriate  in  light  of  the  resources  —  capital 
and  earnings  —  available  to  absorb  them.  We  have  approximately  $2  billion  of  earnings  and  $17 
billion  of  shareholder  capital  available  to  absorb  such  risks. 

The  events  of  the  past  few  months  have  provided  the  bank  with  a  significant  learning 
experience  and  a  unique  perspective  on  the  matters  under  discussion  here  today.  We  believe  that 
there  are  ways  to  enhance  public  confidence  in  mutual  funds  generally,  and  in  money  market 
funds  in  particular.  We  would  be  happy  to  discuss  these  with  you  further  when  it  would  be 
appropriate  to  do  so. 

Thank  you  for  the  opportunity  to  testify.  I  am  happy  to  answer  any  questions  you 
may  have. 
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BEFORE  THE  U.  S.  HOUSE  OF  REPRESENTATIVES 

COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 

HONORABLE  HENRY  B.  GONZALEZ,  CHAIRMAN 

Testimony  of  Roger  Lee  Finlc,  County  Attorney 

for  Charles  County,  Maryland  on  October  5,  1994 

Concerning  Risks  Posed  by  Derivatives 

Mr.  Chairman,  members  of  the  Committee,  my  name  is  Roger  Fink 
and  I  am  the  County  Attorney  for  the  County  Commissioners  of 
Charles  County,  Maryland,  a  public  body  corporate  and  politic  of 
the  State  of  Maryland.  Charles  County  is  a  rapidly  growing  rural- 
suburban  county  in  the  Washington,  D.  C.  metropolitan  area  with  a 
current  population  of  approximately  110,000  people.  The  5  elected 
County  Commissioners  serve  as  both  the  chief  executive  and  chief 
legislative  bodies  of  the  County  government,  and  manage  an  annual 
General  Fund  operating  budget  of  approximately  110  million  dollars. 

The  collection,  safekeeping  and  investment  of  County  funds  is 
the  duty  of  an  independently  elected  County  Treasurer.  The  powers 
and  authority  of  the  County  Treasurer  are  provided  by  public  local 
and  general  laws  enacted  by  the  State  legislature.  The  County 
Treasurer's  investment  authority  is  provided  by  a  public  local  law 
which  requires  the  Treasurer  to  invest  County  monies  not  needed  for 
disbursement  in  less  than  15  days  in  short-term  United  States 
government  securities.  Because  most  taxes  and  fees  are  generally 
collected  early  in  the  fiscal  year  and  disbursement  needs  are 
allocated  by  budget  throughout  the  fiscal  year,  the  County  usually 
has  about  20  to  30  million  dollars  in  its  account  at  any  one  time 
which  is  not  needed  for  immediate  disbursement. 
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On  a  Friday  afternoon  the  week  of  the  4th  of  July  this  year  an 
accountant  for  the  County  Commissioners  noted  a  statement  of  a  1.3 
million  dollar  loss  on  an  investment  account  of  the  Treasurer. 
Upon  further  inquiry  early  the  next  week  we  learned  that  virtually 
all  of  the  County's  funds,  approximately  31  million  dollars,  was 
invested  by  the  Deputy  Treasurer  in  what  appeared  to  be  mortgage- 
backed  securities  with  maturity  dates  of  between  2  and  29  years. 
Clearly,  these  securities  were  neither  short-term  securities  nor 
U.  S.  government  securities,  and  were,  thus,  beyond  the  legal 
authority  of  the  Treasurer's  office  to  purchase. 

In  response  to  this  discovery,  the  Treasurer  terminated  her 
appointment  of  her  Deputy  Treasurer  and  delegated  all  control  over 
the  investment  of  County  funds  to  the  County  Commissioners.  The 
County  Commissioners  immediately  retained  both  an  outside  financial 
firm  to  analyze  the  portfolio  and  make  recommendations  about  its 
management  and  disposition  and  the  County's  bond  counsel  to  advise 
the  County  on  the  legal  aspects  of  these  investment  transactions 
and  to  assist  in  the  effort  to  maintain  the  County's  AA  bond 
ratings.  Later  that  week  we  additionally  learned  thait  funds  needed 
to  cover  check  disbursements  for  several  of  the  previous  weeks 
came,  not  from  the  County's  account,  but  from  reverse  repurchase 
transactions  with  two  entities  in  the  amount  of  approximately  6.5 
million  dollars  which  was  due  for  repayment  by  the  County  within  a 
week.  Finally,  we  learned  that  despite  the  prior  losses,  the 
Deputy  Treasurer  had  committed  to  purchase  additional  securities  of 
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the  same  type  in  the  amount  of  approximately  2.5  million  dollars 
due  for  settlement  over  the  following  10  days.  Citing  health 
reasons,  the  County  Treasurer  resigned  her  office  about  a  week 
later,  ending  a  distinguished  44  year  career  of  service  in  the 
Charles  County  Treasurer's  Office. 

Contracts  or  transactions  made  beyond  the  power  of  a  municipal 
corporation  such  as  the  County  government  are  ultra  vires,  wholly 
void  and  of  no  legal  affect.  Because  they  are  void  and  not  merely 
voidable,  such  contracts  or  transactions  cannot  later  be  ratified 
by  either  party.  Accordingly,  the  County  could  not  lawfully  sell 
the  securities  in  its  portfolio  because  it  could  not  ratify  their 
ultra  vires  purchase,  and  could  not  lawfully  honor  the  Deputy 
Treasurer's  commitments  for  additional  purchases  and  repurchases. 

By  mid-July  the  County  was  encountering  significant  liquidity 
and  cash  flow  problems.  The  County  Commissioners  promptly  filed 
suit  in  Federal  Court  to  obtain  Court  permission  to  sell  or 
otherwise  dispose  of  the  unauthorized  securities  in  its  portfolio. 
Had  those  securities  not  been  sold,  there  was  a  serious  potential 
for  delays  and  defaults  in  paying  vendors,  meeting  payroll, 
servicing  the  County's  outstanding  debt,  and  making  budgeted 
payments  to  numerous  agencies,  such  as  the  County  Board  of 
Education,  Health  Department,  Sheriff's  Office,  and  the  local 
community  college.  Of  course,  this  also  jeopardized  the  County's 
bond  ratings.  Moody's  Investors  Service  published  a  watch  notice 
for  holders  of  the  County's  general  obligation  bonds,  and  Standard 
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&  Poor's  Corporation  placed  the  County's  bonds  on  its  Credit  Watch 
List,  with  negative  implications. 

During  August  and  September  the  Federal  District  Court 
approved  agreements  between  the  County  Commissioners  and  several 
broker/dealers  to  liquidate  almost  all  of  the  derivative  and  other 
securities  in  the  County's  investment  portfolio.  The  County  has 
been  made  whole  by  other  broker/dealers  and  banks  through 
negotiated  settlements.  Six  of  the  original  dozen  or  more 
broker/dealers  and  banks  who  sold  derivatives  and  similar 
securities  to  the  County  remain  as  defendants  in  the  litigation 
brought  by  the  County.  In  this  litigation  the  County  is  seeking 
damages  in  the  amount  of  8.5  million  dollars,  plus  interest  and 
other  relief.  Additional  lawsuits  may  still  be  filed  as  the  County 
continues  its  investigation  of  this  matter. 

The  proceeds  of  the  Court-ordered  sales  and  negotiated 
settlements  enabled  the  County  to  survive  a  serious  liquidity 
crisis  and  to  continue  to  meet  its  financial  obligations  in  a 
timely  manner.  Also,  the  County  was  advised  late  last  week  that 
Standard  and  Poor's  Corporation  now  intends  to  remove  the  County's 
bonds  from  Credit  Watch  and  reaffirm  its  "AA-"  bond  rating.  For 
the  future,  the  County  Commissioners  intend  to  vigorously  pursue 
their  claims  in  court,  and  the  responsibility  for  accounting 
oversight  for  the  County's  investments  has  been  transferred  by 
statute  from  the  County  Treasurer's  office  to  the  office  of  the 
Deputy  County  Administrator  for  Fiscal  Services  who  reports 
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directly  to  the  County  Commissioners.  Finally,  a  Working  Advisory 
Group  on  Investment  Authority  was  recently  established  by  the 
County  Commissioners  to  make  recommendations  for  further 
strengthening  the  County's  investment  oversight  and  controls. 

Derivative  and  other  similarly  exotic  securities  were 
purchased  by  the  Deputy  Treasurer  beginning  in  February,  1992  and 
continuing  until  the  purchases  were  made  known  to  the  County 
Commissioners  in  July,  1994  (a  period  of  about  29  months) .  The 
volume  of  trading  activity  between  the  Deputy  Treasurer  and  the 
broker/dealers  was  inordinately  high.  Two  annual  audits  of  County 
finances  by  an  independent  outside  auditing  firm  did  not  disclose 
the  nature  or  volume  of  this  investment  activity  to  the  County 
Commissioners.  The  reasons  or  circumstances  surrounding  the 
investments  in  derivatives  and  other  exotic  securities  will  only  be 
known  with  any  certainty  once  discovery  and  depositions  are 
completed  in  the  pending  litigation;  however,  the  securities 
purchased  by  the  Deputy  Treasurer  were  clearly  beyond  the  scope  of 
the  local  law. 

At  the  time  these  securities  purchases  became  known,  the 
County's  investment  portfolio  of  over  30  million  dollars  contained 
derivative  securities  valued  at  about  10  million  dollars,  with  the 
balance  of  the  portfolio  comprised  of  a  variety  of  structured  notes 
and  other  similar  securities.  While  derivatives  comprised  one 
third  of  the  portfolio,  strictly  speaking,  the  balance  of  the 
investments  were  definitely  inappropriate  investments  for  a  local 
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government,  even  if  legal  for  governments  in  other  jurisdictions. 
Viewed  less  technically,  the  remaining  investments  of 
collateralized  mortgage  obligations,  structured  notes  and  other 
securities  with  esoteric  pricing  mechanisms  represent  simply  other 
forms  of  derivative-like  products. 

As  a  country  lawyer  and  public  servant  trying  to  understand 
the  volatility  of  these  securities,  I  have  tried  to  simplify  their 
complexity  in  my  own  mind.  In  that  regard,  it  looks  to  me  like  the 
broker/dealers  have  found  a  fine  line  between  investing  and 
gambling.  When  one  invests  in  some  object,  it  seems  that  the  risk 
of  gain  or  loss  in  that  investment  is  always  tied  to  some  intrinsic 
or  inherent  value  of  that  object,  be  it  100  shares  of  ABC  Company, 
100  acres  of  land,  a  Chippendale  desk,  or  an  Impressionist 
painting.  The  risk  of  gain  or  loss  in  gambling,  on  the  other  hand, 
is  one  of  chance  —  tied  to  some  extrinsic  object  or  random  event 
beyond  the  control  of  reasoned  predictability.  By  linking  the  risk 
of  gain  or  loss  to  certain  external  indices  such  as  interest  rate 
fluctuations,  foreign  exchange  rates,  commodities  prices, 
prepayment  rates,  or  other  financial  variables,  the  reasoned 
predictability  of  the  future  value  of  derivative  securities,  like 
so  many  clouds  in  the  sky,  presents  more  than  a  tangible,  objective 
forecasting  challenge  to  the  investor.  The  likelihood  of  gain  or 
loss  is,  at  best,  incredibly  difficult  to  predict  and,  at  worst,  an 
utright  gamble. 

Fortunately,  Charles  County  has  survived  its  encounter  with 
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derivative  and  exotic  securities  investments,  although  it  has  cost 
a  lot  for  the  people  involved  and  a  great  expenditure  of  time  and 
resources  diverted  to  this  crisis  management  from  the  more 
important  day-to-day  issues  of  government.  The  County 
Commissioners  thank  the  Chair  and  this  Committee  for  the  sincere 
interest  and  concern  which  you  have  shown  in  seeking  to  better 
understand  the  risks  that  derivatives  pose  to  local  governments  and 
support  you  in  the  difficult  work  you  no  doubt  have  ahead  of  you  in 
this  regard. 

Thank  you. 
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TESTIMOlTi'  OF  DR.  PHILIP  SPEEGLE 
BEFORE  THE 

U.  S.  HOUSE  OF  REPRESENTATIVES 
COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 

Mr.  Chairman  and  Members  of  the  Committee. 

Although  I  am  not  happy  to  be  in  the  circumstances  which  make 
this  testimony  possible,  the  Board  of  Trustees  of  Odessa  College 
and  I  have  volunteered  to  share  with  you  some  of  the  experiences 
regarding  investments  of  Odessa  College  in  hopes  that  we  might 
convey  to  you  some  of  our  difficulties  and  possibly  prevent  the 
same  type  of  problems  happening  to  other  institutions. 

Odessa  College  is  a  moderately  sized  community  college  in  West 
Texas.  It  is  a  political  subdivision  of  the  State  of  Texas  and  its 
governing  body  consists  of  a  nine-member  board  of  trustees  elected 
from  single-member  districts.  The  college  serves  the  citizens  of 
Ector  and  surrounding  counties.  The  college  presently  serves 
approximately  4,600  credit  students  with  a  non-credit  enrollment  in 
excess  of  10,000  students.  The  college  has  334  full  time  and  460 
part  time  employees .  The  total  operating  budget  for  the 
institution  is  approximately  twenty-five  million  dollars  per  year. 

There  are  some  special  factors  which  are  important  to  note  in 
understanding  our  predicament.  Odessa  is  primarily  an  oil  based 
economy.  As  you  are  aware,  oil  prices  have  gone  down  In  the  past 
few  years,  creating  a  significant  decrease  In  the  mineral  values  in 
Ector  County.  This  means  that  the  advalorem  tax  base  of  the 
college  has  been  reduced  frequently  in  the  past  few  years.  State 
appropriations  for  community  colleges  in  Texas  have  been  under 
Increasing  attack.   The  per  capita  income  for  student  enrollment 
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has  decreased  causing  a  weakening  of  the  state  appropriation  over 
the  past  few  years.   ' 

Odessa  College  has  traditionally  been  very  conservative 
in  financial  and  fiscal  matters  and  has  worked  diligently  to  keep 
our  advalorem  tax  rates  as  low  as  possible.  With  the  cost  of 
education  increasing  and  revenues  periodically  declining,  the 
source  of  funding  was  become  more  challenging.  Odessa  College 
traditionally  invested  its  funds  in  certificates  of  deposit  or 
treasury  bills,  but  in  the  late  1980s  or  early  90s,  the  rates  of 
return  on  these  type  of  investments  were  pitifully  low.  The  Texas 
Public  Funds  Investment  Act  specifically  authorized  other  types  of 
Investments  besides  certificates  of  deposit  or  treasury  bills. 
Among  these  authorized  investments  were  collateralized  mortgage 
obligations  directly  issued  by  a  federal  agency  or  instrumentality 
of  the  United  States.  It  is  our  understanding  that  these  CMOs  were 
triple  A  rated  and  guaranteed  by  the  Federal  National  Mortgage 
Association  and  Federal  Home  Loan  Mortgage  Corporation.  One  would 
think  how  much  safer  can  you  be?  Recent  events  would  indicate  to 
the  contrary. 

I  want  to  emphasize  the  point  that  we  are  a  relatively  small 
institution.  We  can  not  afford  and  do  not  have  a  sophisticated 
investment  staff  who  can  understand  and  fully  appreciate 
sophisticated  investment  instruments.  Our  Chief  Financial  Officer 
at  the  time  of  these  investments  was  the  person  primarily 
responsible  for  making  investments.  Let  me  point  out,  however, 
that  he  had  many  other  duties.   He  was  also  in  charge  of  the 
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maintenance  and  repair  of  buildings,  the  grounds,  the  custodian 
services,  the  personnel,  paychecks,  the  accounting  system, 
purchasing  and  inventory,  and  many  other  duties. 

Between  1990  and  the  fall  of  1993,  the  college's  investment  in 
CMOS  produced  a  good  rate  of  return  and  there  was  no  indication  of 
problems  with  regard  to  these  Investments.  I  believe  that  neither 
the  financial  officer,  the  board  of  trustees  nor  I  had  any 
significant  understanding  of  the  true  risk  we  were  taking  by 
Investing  in  these  CMOs .  The  returns  we  received  on  our  investment 
were  utilized  to  supplement  our  increasing  budget  needs  and  to  hold 
down  the  need  for  increasing  our  advalorem  tax  rate.  In 
retrospect,  it  is  quite  easy  to  say  we  should  have  realized  the 
profits  that  we  were  making  had  to  involve  substantial  risk. 
However,  in  the  past  we  never  experienced  any  difficulty  in  selling 
the  CMOS  at  any  time  in  order  to  meet  the  financial  obligations  of 
the  college. 

In  1994  interest  rates  began  to  rise.  Suddenly  the  college 
was  faced  with  the  situation  that  the  investments  had  become 
difficult  to  sell  and  if  sold,  would  bring  50%  or  less  of  the 
original  purchase  price.  The  reduction  in  value  occurred  quickly 
and  over  a  very  short  period  of  time.   We  were  in  shock  1 

Scrambling  to  keep  the  doors  of  the  institution  open,  we 
did  sell  a  portion  of  the  investments  at  a  loss  of  2.7  million 
dollars  in  order  to  make  the  March  1994  payroll.  This  bought  us 
enough  time  to  consult  with  financial  advisers  and  bond  counsel  who 
quickly  analyzed  our  situation  and  suggested  the  best  course  of 
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action  was  to  hold  the  investments  as  opposed  to  selling  them  into 
a  panic  market  that  could  result  in  a  loss  of  10  to  12  million 
dollars  to  the  college. 

The  college  was  now  facing  a  crisis.  We  were  able  to 
negotiate  a  loan  by  virtue  of  a  bond  issue  with  one  of  our  local 
banks.  This  bond  issue  was  for  6  million  dollars  and  could  be 
drawn  on  as  needed.  This  allowed  us  to  make  future  payroll,  meet 
accounts  payable  and  keep  the  institution  solvent.  Because  of 
other  debts,  the  college  filed  and  successfully  completed  a 
validation  suit  that  allowed  us  to  complete  an  additional  bond 
issue  for  6.2  million  dollars  which  was  negotiated  and  sold  to 
another  bank  in  Odessa.  This  second  bond  issue  allowed  us  to  pay 
a  tax  anticipation  note  of  approximately  4  million  dollars  and  to 
provide  additional  operating  funds  and  cash  flow  to  complete  the 
1993-1994  school  year  and  provide  financial  solvency  for  the  1994- 
1995  year. 

Because  of  this  large  debt  we  suddenly  acquired,  the  college 
had  to  reduce  the  operating  budget  of  the  Institution  for  1994-1995 
by  $2,050,000.  We  very  strongly  reduced  any  travel  and  greatly 
reduced  capital  outlay  and  equipment  for  the  institution.  We 
instituted  a  hiring  freeze  and  have  made  every  effort  not  to 
replace  anyone  who  leaves  employment  at  the  institution.  We  have 
basically  reduced  expenditures  In  nearly  all  areas.  We  eliminated 
one  long  distance  service  that  we  had  and  accelerated  some  plans  to 
reduce  our  athletic  program.  We  even  cut  utility  bills  (perhaps 
the  least  popular  move  among  the  students ) ,  but  we  did  it . 
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Even  with  drastic  budget  reductions,  it  was  necessary  to 
implement  an  advalorem  tax  increase  of  7.2%  As  you  can  appreciate, 
no  elected  official  enjoys  raising  taxes,  but  we  had  no  other 
alternative. 

In  addition,  the  college  has  incurred  expenses  for  lawyers, 
bond  counsel,  financial  advisers  and  accounting  expenses  of 
$260,000  to  date  and  climbing.  Although  these  were  necessary  costs 
to  meet  the  crisis,  I  personally  would  rather  be  spending  the  money 
to  educate  our  students. 

The  consequences  of  Odessa  College's  investment  in  CMOs  is  not 
only  measured  in  dollars  and  budget  reductions.  It  has  also 
affected  the  lives  "tof  many  individuals.  An  early  retirement 
program  was  initiated  which  resulted  in  22  senior  faculty  and  staff 
taking  early  retirement.  While  the  program  was  voluntary  in 
nature,  it  did  result  in  the  loss  of  many  experienced  and  valued 
educators.  Our  Chief  Financial  Officer  has  resigned  after  12  years 
of  service  with  the  college  and  has  relocated  out  of  state.  I  have 
personally  decided  to  utilize  my  retirement  income  and  have  agreed 
to  work  for  the  college  at  a  salary  of  $1.00  per  year.  The  stress 
of  the  last  several  months  has  adversely  affected  my  health  and  I 
have  requested  the  selection  of  a  new  President  by  August  of  1995. 

Where  is  the  college  today?  The  college  has  CMOs  with  a  face 
value  of  29  million  dollars.  They  were  purchased  for  approximately 
22  million  and  it  is  my  understanding  they  have  a  value  today  of  10 
million  dollars  or  less.   The  college  has  adopted  a  substantially 
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more  conservative  investment  policy  that  precludes  the  use  of  CMOs 
or  derivatives  in  any  form  as  an  investment  for  the  institution. 

The  bond  ratings  of  the  college  have  been  lowered  by  a  rating 
agency  from  an  A  to  BAA.  While  this  is  still  an  investment  grade 
rating,  the  college  has  in  past  years  worked  diligently  to  obtain 
the  higher  rating  and  it  will  take  a  great  deal  of  effort  and  many 
years  to  regain  the  confidence  of  these  rating  agencies. 

The  college  is  committed  to  place  ourselves  in  a  position 
where  we  can  operate  the  institution  without  depending  on  the 
investments.  While  we  plan  to  be  in  a  position  to  hold  such 
investments  until  maturity,  we  would  immediately  sell  such 
investments  if  the  value  ever  returns  or  we  will  sell  or  exchange 
all  or  a  portion  at  an  earlier  date  if  our  financial  advisers  deem 
it  prudent.  In  any  case,  it  leaves  what  was  once  an  above-average 
financially  secure  institution  in  a  difficult  position  in  which 
future  moves  will  be  dictated  by  the  vagaries  of  the  financial 
market . 

Bottom  line:  Odessa  College  will  survive,  leaner  and 
certainly  wiser,  but  Odessa  College  will  survive! 

How  can  you  help  us?  We  are  not  asking  for  a  handout  nor  are 
we  asking  for  a  bailout  by  the  federal  or  state  government.  The 
mistakes  have  been  made  and  we  are  dealing  with  the  consequences  as 
our  resources  permit.  However,  we  feel  small  political 
institutions,  such  as  Odessa  College,  need  clearer  signposts  as  to 
what  is  advisable  or  inappropriate.  We  now  know  about  derivatives. 
However,  what  is  next?   Five  or  ten  years  ago  it  was  junk  bonds; 
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now  derivatives.  What  will  it  be  in  the  future?  Enterprising  and 
energetic  marketing  of  new  products  are  likely  to  continue.  What 
can  you  do  to  help  the  Odessa  Colleges  of  the  future? 

I  am  sorry  I  do  not  have  the  answers.  I  do  know  that  small 
institutions  need  and  appreciate  your  help. 

I  thank  you  for  giving  me  this  opportunity  to  explain  our 
story.  I  would  be  happy  to  attempt  to  answer  questions  if  there 
are  any. 
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TESTIMONY  OF  VBRNON  HILL,  COUNCIL  MSMBER 
EASTERN  SHOSHONE  TRIBE  OF  THE  WIND  RIVER  RESERVATION 
BEFORE  THE  UNITES  STATES  HOUSE  OF  REPRESENTATIVES 
COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 


Hearing  On  Mortaaae  Derivative  Securities 
October  5,  1994 


Mr.  Chairman  and  members  of  the  House  Committee  on  Banking, 
Finance  and  Urban  Affairs,  iry  name  is  Vernon  Hill.  I  am  a  member 
of  the  Business  Council  of  the  Eastern  Shoshone  Tribe,  Fort 
Washakie,  Wyoming.  On  behalf  of  the  Eastern  Shoshone  Tribe,  I 
appreciate  the  opportunity  to  appear  at  this  hearing  and  share  with 
you  our  experience  with  mortgage  derivatives  and  the  problems  we 
face  as  a  result  of  our  investing  in  mortgage  derivatives. 

Let  me  first  begin  by  providing  you  with  a  brief  background  of 
the  Eastern  Shoshone  Tribe.  We  are  a  federally-recognized  Indian 
tribe  and  reside  on  the  Wind  River  Reservation  in  Wyoming.  As  a 
sovereign,  the  Eastern  Shoshone  Tribe  is  responsible  for  governing 
its  members  and  its  territory.  The  Eastern  Shoshone  Tribe  has 
approximately  3,000  members,  most  of  whom,  reside  on  the 
Reservation.  The  Shoshone  Business  Council  is  the  elected  body 
responsible  for  the  governmental  and  business  affairs  of  the  Tribe. 
As  such  we  make  decisions  concerning  the  finances  of  the  Tribe, 
including  decisions  about  the  Tribe's  investment  portfolio.  In 
addition,  the  Shoshone  Business  Council  oversees  a  variety  of 
programs  established  to  provide  services  to  tribal  members  and 
other  Reservation  residents.  For  example,  we  have  the 
responsibility  to  oversee  programs  for  education,  enrollment, 
general  assistance,  planning,  social  services,  environmental 
protection,  natural  resources  management,  court  operations,  health, 
and  economic  development.  As  elected  officials  our  goal  is  to 
fulfill  these  obligations  in  a  prudent  and  responsible  manner. 
Because  the  Reservation  suffers  from  approximately  70% 
unemployment,  there  is  great  pressure  to  provide  services  as  well 
as  a  need  to  stimulate  economic  growth. 

The  Tribe  relies  on  various  funding  sources  to  finance  its 
governmental  activities.  The  majority  of  our  revenue  comes  from 
the  development  of  our  oil  and  gas  deposits.  While  we  have 
undertaken  m,'ijor  steps  over  the  past  year  and  a  half  to  enhance  our 
oil  and  gas  revenue,  the  past  decade  has  seen  this  source  of 
revenue  decrease.  The  Tribe  places  funds  into  investments 
anticipating  the  day  when  oil  and  gas  revenue  is  no  longer 
available.   Services  on  the  Reservation  are  partially  provided  by 
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federal  fiinds  through  the  Bureau  of  Indian  Affairs.  As  Congress  is 

well  aware,  these  funds,  even  though  never  originally  meeting  the 
actual  needs  on  reservations,  have  been  significantly  cut  and 
continue  to  be  reduced  in  real  dollar  terms.  The  need  for 
services,  however,  has  increased.  With  the  increased  demand  for 
services,  the  Tribe  has  had  to  rely  more  on  its  investments  to 
compensate  for  these  reductions  in  income.  Revenue  from  our 
investments  has  become  a  critical  conponent  to  fund  necessary 
governmental  activities. 

Today,  the  Tribe  relies  increasingly  on  income  from  its 
investments  to  meet  the  budgetary  needs  of  our  government  while  we 
attempt  to  develop  alternative  sources  of  revenue.  In  the  past, 
income  from  our  investments  was  able  to  close  the  gap  between  our 
needs  and  our  income.  This  year  the  Tribe  also  must  rely  on  our 
principal  to  close  a  budget  gap  of  $1,000,000.  During  the  past 
year  when  our  investments  have  been  increasingly  more  critical  to 
the  Tribe's  finances,  the  value  of  the  portfolio  and  the  income 
earned  have  dropped  significantly  due  to  the  performance  of 
mortgage  derivatives  purchased  during  1993.  These  mortgage 
derivatives,  which  also  have  been  called  collateralized  mortgage 
obligations,  are  now  known  to  be  in  fact  inconsistent  with  the 
investment  needs  of  the  Tribe.  A  significant  amount  of  our 
investment  money  was  used  to  purchase  these  securities  which  we  now 
find  out  are  extremely  risky,  very  sensitive  to  mortgage  interest 
rates,  and  terribly  illiquid.  In  contrast,  the  Tribe's 
governmental  investment  needs  and  goals  are  to  protect  principal, 
remain  liquid,  generate  interest  income,  and  generate  growth  for 
future  needs  without  creating  the  potential  for  substantial  losses. 
In  fact,  the  Tribe  was  persuaded  to  purchase  the  mortgage 
derivatives  as  a  means  to  get  away  from  risky  investments 
recommended  by  prior  brokers.  The  Tribe's  investments  are  a  key 
component  to  its  financial  health  for  the  future  and  a  vital  source 
of  revenue  to  meet  our  governmental  needs  in  the  present . 

The  Shoshone  Business  Council  makes  decisions  about 
investments  upon  the  recommendation  of  its  brokers.  Over  the  years 
we  have  attempted  to  choose  brokers  who  provide  services  consistent 
with  our  governmental  investment  needs .  While  the  Shoshone 
Business  Council  members  tend  to  have  a  variety  of  educational  and 
work  backgrounds,  none  of  them  have  specialized  training, 
education,  or  expertise  in  finance  or  securities.  During  the 
period  when  the  Tribe  considered  the  purchase  of  the  mortgage 
derivatives,  the  Tribe  hired  a  Finance  Officer  who  was  a  tribal 
member  recently  graduated  from  college  with  a  degree  in  economics. 
Due  to  inexperience,  the  Finance  Officer  primarily  presented 
information  on  these  securities  to  the  Shoshone  Business  Council 
based  on  information  he  received  from  M. G.S.I.  Securities,  Inc., 
the  broker.  Because  the  Shoshone  Business  Council  members  are  not 
financial  experts  and  the  Financial  Officer  was  inexperienced,  we 
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primarily  relied  directly,  and  indirectly  through  our  Finance 
Officer,  on  the  investment  advise  provided  by  the  broker. 

The  mortgage  derivative  securities  first  appeared  in  our 
portfolio  during  1992.  M. G.S.I.  Securities,  Inc.  approached  the 
Shoshone  Business  Council  aggressively  for  over  a  year  before  the 
first  trade  was  made  in  July  of  1992.  At  that  time,  the  securities 
offered  by  M. G.S.I,  were  described  as  "government  issued  securities 
that  are  high  yield  securities."  These  securities,  according  to 
M.G.S.I.,  were  suitable  for  the  Tribe  because  the  Shoshone  Business 
Council  informed  M. G.S.I,  it  was  "not  looking  to  speculate  with 
[the  Tribe's]  money."  Throughout  the  tenure  of  the  Tribe's 
relationship  with  M.G.S.I.,  the  Shoshone  Business  Council  was 
advised  repeatedly  that  the  securities  were  backed  and  guaranteed 
by  the  United  States  Government.  M. G.S.I,  described  the  type  of 
securities  they  offered  as  "the  absolute  most  secure  investment  you 
can  go  in  to."  M. G.S.I,  never  represented  the  securities  they 
offered  as  anything  other  than  secure  and  guaranteed  by  the 
government.  That  has  turned  out  not  to  be  true.  M.  G.S.I, 
represented  that  a  vast  majority  of  their  clients  have  goals 
similar  to  the  Tribe,  "they  have  to  go  into  something  that  is  very, 
very  secure,  very,  very  safe  and  because  of  that,  we  [M.G.S.I.] 
choose  to  strictly  deal  with  government  issued  or  Government 
guaranteed  bonds."  This  is  in  marked  contrast  to  the  offering 
circular  supplement  which  the  Tribe  has  since  obtained  which  reads 
"Multiclass  PCs  are  not  appropriate  investments  for  any  investor 
that  requires  a  single  lump  sum  payment  on  a  predetermined  date  or 
an  otherwise  certain  payment  stream. "  Believing  that  the 
securities  offered  by  M. G.S.I,  were  high-yield  but  very  secure,  the 
Tribe  placed  almost  $1,000,000  with  M. G.S.I,  to  manage  in  July, 

1992.  The  initial  securities  performed  reasonably  well.  Although 
M. G.S.I.  aggressively  sought  to  manage  the  Tribe's  entire 
investment  portfolio  during  1993,  the  Shoshone  Business  Council 
elected  to  keep  its  portfolio  with  three  different  brokers  rather 
than  place  all  their  eggs  in  one  basket,  but  placed  nearly  one 
third  with  M. G.S.I,  to  invest  based  on  M.G.S.I.'s  representations. 

The  Shoshone  Business  Council  approved  the  purchase  of  the 
following  list  of  mortgage  derivatives  upon  the  recommendation  of 
the  broker,  M. G.S.I.  Securities,  Inc.  of  Houston,  Texas: 

1.  FNMA  1992-196  S  $   779,305.45 

2.  FNMA  SER  1992-96B  $   212,500.00 

3.  FHLMC  SER  1602  SA  $   979,897.67 

4.  FNMA  1993-205  H  $1,499,656.25 

5.  FNMA  1993-206   SE  $1,505.252.48 

Total:  $4,976,611.60 

All  of  these  securities  were  purchased  between  July  and  October, 

1993.  The  value  of  these  securities  has  dropped  substantially. 
The  Tribe's  current  losses  are  being  evaluated  by  a   firm 
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specializing  in  securities  consulting.  For  the  year  ending 
December  31,  1993,  our  auditors  have  estimated  that  we  have  an 
approximate  loss  of  $93,000  on  sales  and  an  approximate  unrealized 
loss  of  $725,000  on  the  securities  remaining  in  our  portfolio.  We 
expect  the  current  loss  in  value  will  be  significantly  higher  than 
these  amounts . 

The  Tribe  was  not  able  to  timely  detect  the  problems  with  the 
mortgage  derivatives  because  monthly  statements  it  received  from 
M. G.S.I,  did  not  price  current  holdings  based  on  actual  trading 
prices.  M. G.S.I,  provided  third  party  pricing  figures  as  a 
substitute  for  the  months  of  November,  1993  through  February,  1994. 
The  third  party  pricing  differed  from  actual  trading  prices  by  a 
significant  amount.  In  March  1994,  M. G.S.I,  began  sharing  actual 
trading  prices  with  the  Tribe.  The  actual  trading  prices  reflected 
the  substantial  loss  in  value  and  made  the  Tribe  aware  for  the 
first  time  of  the  problems  with  the  mortgage  derivatives . 

It  is  the  Tribe's  position  that  the  risk  inherent  in  the 
mortgage  derivatives  purchased  by  the  Tribe  was  not  fully  disclosed 
or  fully  explained  by  M. G.S.I.  If  the  Tribe  had  been  fully 
informed,  we  would  not  be  here  today.  Before  the  securities  were 
purchased,  the  Tribe  received  miscellaneous  correspondence  from 
M. G.S.I,  (usually  handwritten  notes)  which  were  the  only  documents 
that  described  the  type  of  investment  the  Tribe  was  urged  to  make. 
These  documents  only  provided  summary  details  of  the  proposed 
investments  representing  them  as  easily  marketable,  government 
backed,  and  having  high  monthly  cash  flow.  The  Tribe  never 
received  prospectuses  covering  the  securities,  even  when  initial 
offerings  were  purchased.  When  the  mortgage  derivatives  were 
purchased,  the  Shoshone  Business  Council  believed  it  held  secure 
government -backed  bonds.  There  were  never  given  the  opportunity  to 
fully  evaluate  the  risks  associated  with  the  mortgage  derivatives. 

The  Shoshone  Business  Council  has  taken  several  steps  to 
address  the  problems  caused  by  the  purchase  of  the  mortgage 
derivatives.  The  Eastern  Shoshone  Tribe  has  filed  a  conplaint  with 
the  National  Association  of  Securities  Dealers  regarding  this 
matter.  The  Shoshone  Business  Council  has  directed  its  attorneys 
to  review  and  make  recommendations  concerning  the  Tribe's  legal 
remedies  based  on  our  position  that  there  was  not  full  disclosure 
of  the  risks  associated  with  the  securities.  The  Tribe  also  is 
formalizing  its  investment  policy  to  better  protect  itself  from 
investment  in  securities  which  are  inconsistent  with  the 
government ' s  investment  needs . 

The  losses  from  the  mortgage  derivatives  will  impact  the  Tribe 
negatively  in  a  number  of  ways.  First,  the  value  of  our  investment 
portfolio  is  significantly  reduced,  thus  the  opportunity  to 
generate  income  which  is  sorely  needed  to  meet  our  governmental 
responsibilities  is  decreased  substantially.  Second,  the  Tribe 
must  either  make  cutbacks  in  spending  on  important  governmental 
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services  or  find  other  sources  of  revenue.  Third,  the  ability  to 
use  principal  from  our  investments  to  meet  vital  governmental  needs 
is  limited  severely.  While  we  are  taking  steps  to  ensure  that  this 
type  of  situation  cannot  occur  in  the  future,  the  losses  to  our 
portfolio  and  their  significant  negative  impacts  will  affect  the 
Tribe  for  at  least  the  next  several  years . 

We  urge  Congress  to  inquire  why  the  Federal  National  Mortgage 
Association  and  the  Federal  Home  Loan  Mortgage  Corporation, 
federally  chartered  corporations,  are  involved  in  developing  such 
volatile  securities.  We  don't  expect  Congress  to  protect  us  from 
a  bad  investment,  but  we  also  don't  expect  the  federal  government 
to  facilitate  a  situation  where  unsophisticated  investors  can  be 
led  to  believe  that  their  investment  is  backed  by  the  federal 
government.  To  the  extent  the  government  is  culpable,  the 
government  should  make  investors  whole.  In  the  meantime,  we  will 
pursue  all  available  remedies  on  the  Tribe's  behalf  for  any  losses 
due  to  the  improper  actions  of  third  parties.  On  behalf  of  the 
Eastern  Shoshone  Tribe,  I  appreciate  this  opportunity  to  present 
the  Tribe's  views. 
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SUMMARY  TESTIMONY  OF  ALAN  MCDOUGLE 

My  name  is  Alan  McDougle.  I  am  the  Director  of  Finance  and 
Purchasing  for  the  City  of  Lima,  Ohio  and  a  member  of  the 
Government  Finance  Officers  Association's  (GFOA)  Committee  on  Cash 
Management.  I  appreciate  the  opportunity  to  appear  here  today  on 
behalf  of  GFOA,  a  professional  association  of  almost  13,000  state 
and  local  government  officials,  both  elected  and  appointed,  whose 
responsibilities  include  all  the  disciplines  related  to  public 
finance. 

GFOA  members,  as  end-users  of  derivatives,  cooperated  with  the 
U.S.  General  Accounting  Office  (GAO)  in  its  survey  on  derivative 
use  which  was  released  in  May  1994.  In  addition,  GFOA  and  the 
Municipal  Bond  Investors  Assurance  Corporation  (MBIA)  conducted  a 
survey  of  GFOA  members  to  determine  the  extent  of  use  of  derivative 
products  in  connection  with  the  issuance  of  debt  in  the  municipal 
market.  The  results  of  both  of  these  surveys  indicated  that  only 
a  small  number  of  state  and  local  jurisdictions,  but  a  larger 
number  of  state  and  local  public  pension  funds,  had  used  derivative 
products.  Those  that  use  them  do  so  for  several  reasons.  While 
these  reasons  vary  with  the  instruments  themselves,  derivatives  are 
generally  employed  for  (1)  managing  debt  and  reducing  total 
interest  payments;  (2)  as  a  hedge  against  interest  rate  swings;  and 
(3)  as  a  means  of  increasing  investment  return. 

The  surveys  also  revealed  that  very  few  state  and  local 
government  entities  consider  themselves  very  knowledgeable  about 
derivatives,  and  nonusers  expressed  their  opinion  that  the  products 
were  too  complex  and  too  risky.  A  substantial  portion  of 
respondents  are  not  legally  authorized  to  use  derivatives. 

GFOA  believes  that  when  used  prudently,  derivative  products 
can  enhance  the  ability  of  state  and  local  governments  to 
effectively  manage  their  debt,  cash  and  pension  fund  programs  and 
activities,  and  we  recognize  the  beneficial  role  that  derivatives 
can  play  in  the  financial  strategy  of  a  governmental  entity. 
Entered  into  with  proper  expertise  and  managed  judiciously,  these 
products  may  be  appropriate  instruments  for  certain  public 
entities.   However,  for  many  they  are  not. 

State  and  local  government  "best  practices"  require  finance 
officers  to  consider  the  safety,  liquidity  and  yield  —  in  that 
order  —  of  the  instruments  in  which  they  trade.  Because  of  the 
liquidity  needs  of  governments  to  pay  operational  expenses, 
payrolls,  etc. ,  many  of  these  instruments  are  inappropriate  for 
short-term  cash  management  purposes,  although  they  may  be 
appropriate  instruments  for  pension  funds,  which  traditionally  and 
properly  invest  in  long-term  instruments  of  many  types. 
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In  addition  to  the  50  state  governments,  there  are  38,933 
general -purpose  local  governments,  as  well  as  school  districts  and 
special  districts.  About  85  percent  of  these  local  governments 
have  populations  under  10,000.  Small  jurisdictions  are  unable  to 
afford  highly  skilled  investment  experts  to  handle  their  funds  and 
depend  on  public  servants  who  may  be  parti-time  employees, 
officials  with  numerous  other  responsibilities,  or  persons  who  may 
or  may  not  be  finance  professionals.  The  levels  of  expertise  and 
understanding  vary  between  jurisdictions,  especially  with  regard  to 
complex  and  unfamiliar  products  such  as  derivatives. 

GFOA  has  specific  concerns  about  derivative  products  that  are 
similar  to  those  of  other  end-users.  These  concerns  include  risks 
incurred  such  as  legal,  credit,  market  and  operating  risks.  Of 
particular  importance  for  governments  is  whether  or  not  they  are 
legally  authorized  by  statute  or  through  their  jurisdiction's 
investment  policy  to  undertake  derivatives  trading  or  enter  into 
derivative  contracts.  In  addition,  many  jurisdictions  have  not 
established  the  rigorous  internal  controls  necessary  to  oversee  and 
manage  derivatives,  thereby  incurring  operational  risk. 

GFOA  is  also  concerned  about  the  increasing  complexity  of 
these  instruments.  New  ones  emerge  constantly,  the  formulas  used 
are  elaborate  and  the  long  list  of  esoteric  and  intricate  products 
is  enough  to  confuse  even  the  most  experienced  finance 
professional,  whether  public  or  private. 

Another  GFOA  concern  in  the  derivatives  area,  as  it  is  in 
other  financial  markets,  is  suitability.  Finance  officers  report 
that  these  instruments  are  being  aggressively  marketed  to 
governments  that  are  assured  of  their  safety  while  not  being  fully 
informed  of  many  of  the  risks.  Many  finance  officers  believe  they 
have  been  misled  by  dealers  regarding  these  instruments.  There  is 
a  lack  of  unbiased  information  available  to  finance  officers 
regarding  specific  instruments,  even  from  outside  investment 
advisers  or  bond  counsel  who  are  not  familiar  with  these 
instruments.  As  we  did  in  the  debate  over  the  Government 
Securities  Act  of  1993,  GFOA  supports  strong  enforcement  of 
suitability  rules  as  well  as  clarified  and  strengthened  suitability 
rules. 

The  true  impact  of  losses  in  derivatives  on  state  and  local 
governments  will  depend  on  the  amount  of  the  loss,  whether  it  is  on 
paper  or  actually  realized,  whether  it  is  reduced  interest  income 
or  principal  that  is  lost,  and  what  the  results  of  litigation 
produce.  In  varying  degrees,  jurisdictions  will  be  forced  to  take 
actions  similar  to  those  undertaken  by  Odessa  Junior  College: 
increased  borrowing;  seeking  new  or  increased  sources  of  revenue; 
elimination  of  programs;  and  drastic  reductions  in  expenditures  for 
capital  improvements,  equipment,  and  personnel.  They  may  also 
undergo  a  downgrade  in  the  rating  of  their  debt  obligations. 
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GFOA  recently  adopted  two  statements  dealing  with  the  use  and 
regulation  of  derivatives.  The  first,  a  recommended  practice, 
offers  guidance  to  public  entities  thinking  about  using 
derivatives.  It  continues  GFOA's  traditional  and  ongoing  efforts 
to  educate  its  members.  GFOA  urges  finance  officers  to  exercise 
extreme  caution  in  the  use  of  derivatives  and  to  consider  their  use 
only  when  they  have  developed  a  sufficient  understanding  of  the 
products  and  the  expertise  to  manage  them.  The  recommended 
practice  provides  eight  factors  that  state  and  local  governments 
considering  derivatives  should  use  to  evaluate  the  appropriateness 
of  such  use  for  their  jurisdictions. 

The  second  statement,  a  policy  position  on  the  regulation  of 
derivatives,  supports  the  clarification  or  issuance  of  suitability 
rules  to  assure  that  the  products  recommended  by  a  broker  or  dealer 
are  appropriate  for  the  state  or  local  government  entity.  It 
supports  setting  reasonable  capital  requirements  for  brokers  or 
dealers  and  urges  that  the  accounting  standard-setting  process  for 
derivatives  be  accelerated  so  that  those  who  depend  on  financial 
reports  have  reliable  information  on  which  to  base  their  decisions. 

Conclusions 

Because  state  and  local  governments  represent  a  burgeoning 
market  for  derivatives,  public  entities  are  much  sought-after 
customers.  While  some  in  the  industry  have  criticized  GFOA's 
position,  we  believe  that  our  policy  and  recommendations  are  sound 
and  will  lead  to  responsible  use  of  these  products.  My  own 
experience  in  the  City  of  Lima,  where  we  use  derivatives  as  a  means 
of  increasing  our  investment  income  and  enhancing  the  General  Fund, 
demonstrates  that,  with  proper  management,  derivatives  may  provide 
benefits.  In  Lima,  our  use  of  these  products  was  carefully 
researched  before  entering  into  the  market  and  such  products  are 
only  used  for  excess  funds  that  are  not  needed  to  meet  payroll  and 
pay  bondholders.  We  made  sure  that  we  understood  the  products  we 
were  buying  before  we  bought  them  and  followed  the  guidelines  of 
our  investment  policy  closely.  We  also  understood  the  risks  these 
products  carry. 

Since  the  passage  of  the  GFOA  positions,  the  Association  has 
worked  with  Congress,  the  Federal  Reserve  Board,  and  other  federal 
agencies  to  assist  them  in  understanding  the  role  of  state  and 
local  governments  in  this  market.  Mr.  Chairman,  we  appreciate  the 
interest  of  this  Committee  in  the  role  of  derivatives  in  public 
finance  and  the  opportunity  to  appear  before  you  today.  We  urge 
the  Committee  to  continue  its  oversight  of  the  risks  that 
derivatives  pose  to  all  investors  and  look  forward  to  assisting  you 
in  this  effort. 
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INTRODUCTION 

My  name  is  Alan  McDougle.  I  am  the  Director  of  Finance  and  Purchasing  for  the 
City  of  Lima,  Ohio  and  a  member  of  the  Government  Rnance  Officers  Association's 
(GFOA)  Committee  on  Cash  K/lanagement.  I  am  here  today  on  behalf  of  the  GFOA,  a 
professional  association  of  almost  13,000  state  and  local  government  officials,  both 
elected  and  appointed,  whose  responsibilities  include  all  the  disciplines  related  to  public 
finance. 


DERIVATIVES  USE  BY  STATE  AND  LOCAL  GOVERNMENTS 

As  you  know,  earlier  this  year  the  General  Accounting  Office  (GAO)  issued  its  long- 
awaited  report  on  the  derivatives  market,  Financial  Derivatives:  Actions  Needed  to  Protect 
the  Financial  System  (GAO/GGD-94-133).  GFOA  members  and  staff  worked  with  GAO 
in  formulating  the  survey  on  the  nature  and  extent  of  use  of  financial  derivative  products 
by  state  and  local  government  entities.  GFOA  members,  including  state  treasurers  and 
public  pension  funds  --  the  end-users  of  derivative  products  ~  were  respondents  to  this 
particular  survey.  The  results  show  that,  during  1992,  approximately  four  percent  of  local 
governments  (municipalities,  special  districts,  counties),  17  percent  of  state  governments 
(state  treasuries  and  state  agencies),  and  45  percent  of  public  retirement  systems  (either 
state  or  local)  had  used  the  derivative  products  surveyed  by  the  GAO:  interest  rate  swaps, 
foreign  exchanges,  forwards,  futures,  options  and  other  derivative  products  (equity 
derivatives,  interest  rate  caps,  collars  and  floors).  Not  unexpectedly,  the  results 
demonstrated  that  entities  with  a  larger  dollar  amount  of  assets  under  management  were 
the  more  likely  users  of  derivatives.  The  complete  results  of  this  survey  are  reported  in 
Appendix  I  of  the  GAO  report. 

In  early  1994,  GFOA  and  the  Municipal  Bond  Investors  Assurance  Corporation 
(MBIA)  conducted  a  survey  to  determine  the  extent  of  the  use  of  derivative  products  in 
connection  with  the  issuance  of  debt  in  the  municipal  market.  While  the  total  number  of 
responses  in  the  GFOA/MBIA  survey  was  lower  than  that  of  the  GAO  survey  and  was 
limited  to  debt  financing,  only  six  percent  of  the  respondents  had  actually  used  a 
derivative  product  in  a  debt  financing.  Forty-four  percent  of  those  surveyed  had  either 
used  or  would  consider  using  derivative  products.  Again,  entities  that  issued  greater 
amounts  of  debt  were  more  likely  to  use  derivatives. 

These  two  recent  derivative  surveys  showed  that  state  and  local  government 
finance  officers  use  derivatives  for  several  reasons.  While  these  reasons  vary  with  the 
instruments  themselves,  derivatives  are  generally  employed  for  (1)  managing  debt  and 
reducing  total  interest  payments;  (2)  as  a  hedge  against  interest  rate  swings;  and  (3)  as 
a  means  of  increasing  investment  return. 
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The  GFOA/MBIA  survey  revealed  some  interesting  details  not  uncovered  by  the 
GAO  survey.  Only  four  jsercent  of  these  respondents  classified  themselves  as  being  very 
knowledgeable  about  derivatives  and  20  percent  felt  they  knew  only  the  basics.  A  wide 
majority,  76  percent,  indicated  that  they  had  only  some  or  no  knowledge  of  derivatives. 
The  nonusers  also  had  some  instructive  responses:  while  51  percent  questioned  whether 
derivatives  would  benefit  their  jurisdictions,  38  percent  believed  these  products  to  be  too 
complex,  36  percent  felt  derivatives  were  too  risky  and  25  percent  are  not  legally 
authorized  to  use  derivatives. 

What's  wrong  with  state  and  local  governments  investing  in  derivatives?  GFOA 
believes  that  when  used  prudently,  derivative  products  can  enhance  the  ability  of  state 
and  local  governments  to  effectively  manage  their  debt,  cash  and  pension  fund  programs 
and  activities,  and  recognizes  the  beneficial  role  that  derivatives  can  play  in  the  financial 
strategy  of  a  governmental  entity.  Entered  into  with  proper  expertise  and  managed 
judiciously,  these  products  may  be  appropriate  instruments  for  certain  public  entities. 
However,  for  many  they  are  not. 

State  and  local  governments,  as  discussed  above,  have  some  special  concerns. 
"Best  practices"  dictate  that  safety,  liquidity,  and  yield,  be  considered  (in  that  order), 
instruments  with  a  high  degree  of  market  and  credit  risk  may  be  inappropriate  because 
they  are  volatile.  Because  of  the  liquidity  needs  of  governments  to  pay  operational 
expenses,  payrolls,  etc.,  instruments  that  are  inherently  risky,  that  may  become  illiquid, 
or  that  are  long-term,  are  inappropriate  for  short-term  cash  management  purposes, 
although  they  may  be  appropriate  instruments  for  pension  funds  which  traditionally  and 
properly  invest  in  long-term  instruments  of  many  types.  This  lack  of  liquidity  impacts  yield 
as  well,  inasmuch  as  huge  losses  may  be  incurred  and  a  low  return  realized  if  the 
instrument  must  be  sold  at  a  loss.  Finally,  where  interest  rates  impact  the  market  for 
securities,  yield  is  likely  to  suffer  as  well.  No  one,  not  even  the  experts,  can  be  certain 
of  the  direction  the  markets  or  interest  rates  will  take.  If  cash  will  be  required,  a 
jurisdiction  ought  not  be  placing  its  funds  in  derivatives. 

Derivative  products  can  be  quite  attractive  to  state  and  local  governments.  After 
all,  even  small  governments  have  significant  amounts  of  money  to  invest,  due  to  the 
timing  of  tax  receipts,  or  substantial  borrowing  needed  to  finance  public  facilities.  The 
pressure  for  increased  returns  or  reduced  borrowing  costs  in  times  of  tight  budgets  is  a 
significant  factor  affecting  decisions  to  use  particular  instruments.  But  finance  officers, 
as  custodians  of  public  funds,  have  the  continuing  responsibility  for  balancing  safety, 
liquidity  and  yield.  GFOA  has  long  advised  its  members  to  exercise  caution  in  its 
investment  of  these  funds. 

It  is  GFOA  policy,  for  example,  that  investors  obtain  competitive  bids  and  proposals 
from  securities  dealers  and  that  finance  officers  secure  acknowledgement  from  their 
depositories  and  dealers  of  receipt  of  written  copies  of  their  investment  policies,  risk 
constraints  and  trading  requirements.    Governmental  investors  are  also  advised  to  be 
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aware  of  reasonably  foreseeable  risks  of  market  price  loss,  illiquidity,  nonmarketability  or 
default  of  investment  instruments  prior  to  purchase.  GFOA  originally  approved  mode! 
investment  legislation  for  state  and  local  governments  in  1984,  since  updated,  that 
provides  a  universe  of  appropriate  instruments  and  outlines  a  series  of  considerations  that 
should  underlie  the  investing  of  funds  at  the  state  or  local  government  level. 

Let  me  point  out  some  characteristics  of  state  and  local  governments  that  are 
pertinent  to  this  discussion.  In  addition  to  the  50  state  governments,  there  are  38,933 
general-purpose  local  governments  --  counties,  municipalities  and  townships  -  as  well  as 
school  districts  and  special  districts.  About  85  percent,  or  33,211,  of  these  general- 
purpose  local  governments  have  populations  under  10,000. 

Small  jurisdictions  that  are  unable  to  afford  highly  skilled  investment  experts  to 
handle  their  funds  depend  on  public  servants  who  may  be  part-time  employees,  and 
officials  with  numerous  other  responsibilities.  These  positions  are  held  by  persons  who 
may  or  may  not  be  finance  professionals.  The  levels  of  expertise  and  understanding  vary 
between  jurisdictions,  especially  with  regard  to  complex  and  unfamiliar  products. 

The  responses  to  the  surveys  referred  to  earlier  indicate  that,  to  date,  only  a  limited 
number  of  state  and  local  government  entities  (excluding  pension  funds)  are  end-users 
of  derivatives.  Most  jurisdictions  believe  that  (1)  they  don't  know  enough  about 
derivatives,  (2)  that  derivatives  are  too  complex  and  (3)  that  there  are  concerns  about  the 
risks  associated  with  derivatives. 


DERIVATIVES  LOSSES  BY  STATE  AND  LOCAL  GOVERNMENTS 

Reports  of  losses  not  only  by  corporate  users  and  mutual  fund  investors  but  by 
state  and  local  governments  have  captured  the  attention  of  Congress,  financial  industry 
regulators  and  other  public  finance  professionals.  In  addition  to  the  other  witnesses  who 
will  testify  today  in  detail  about  well-publicized  events,  accounts  in  the  press  dunng  the 
last  year  have  carried  news  of  the  following: 

Approximately  18  municipalities  in  my  own  state  of  Ohio  have  claimed 
losses  of  up  to  $14  million,  primarily  through  investments  in  interest-only 
strips. 

The  Louisiana  state  pension  fund  has  estimated  losses  of  approximately  $50 
million,  much  of  it  through  investments  in  inverse  floaters. 

•  City  Colleges  of  Chicago  is  seeking  to  recover  $96  million,  virtually  all  of  the 
system's  investment  portfolio,  of  illiquid  principal-only  collateralized 
mortgage  obligations  (CMOs)  that  a  firm  sold  it  in  apparent  violation  of  the 
system's  investment  policy. 
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About  20  Minnesota  cities  and  counties  have  watched  the  value  of  their 
investments  plummet  in  a  mutual  fund,  59  percent  of  which  was  comprised 
of  derivatives.  From  January  to  mid-May,  the  value  of  the  fund  dropped  20 
percent. 

The  Texas  Treasury  has  more  than  $400  million  invested  in  derivatives, 
including  $80  million  in  CMOs  that  would  not  pass  the  tests  imposed  by 
banking  regulators.  On  one  $10  million  investment  from  a  student  loan 
fund,  no  phncipal  has  been  lost  but  the  investment  will  earn  only  $17,500 
in  1994,  compared  to  a  yield  of  $760,000  during  1992. 


CONCERNS  ABOUT  DERIVATIVES  USE 

Specific  GFOA  concerns  about  the  use  of  derivatives  include  risks  incurred  such 
as  legal,  credit,  market,  and  operating  nsk,  as  well  as  concerns  regarding  the  complexity 
of  the  products,  the  appropriate  use  of  derivatives  and  the  marketing  of  these  products. 


Risks. 

While  these  same  categories  of  risks  are  present  in  many  financial  transactions,  the 
complex  features  of  derivatives  and  their  customization  is  beyond  the  experience  of  many 
finance  officials  and  serve  to  magnify  the  dangers.  Legal  risk  is  of  special  concern  to 
state  and  local  governmental  investors.  Most  jurisdictions,  as  outlined  above,  have 
investment  guidelines  under  which  they  are  required  to  operate,  in  addition  to  the  state 
and  local  laws  governing  their  investments.  While  a  growing  number  of  states  are  moving 
to  restnct  or  prohibit  investments  in  derivatives,  many  have  no  such  restrictions.  In 
addition,  an  entity's  guidelines  may  be  silent  concerning  these  instruments.  Finance 
officers  must  be  certain  that  they  have  the  legal  authority  to  enter  into  derivative  contracts. 

Of  equal  concern  are  market  risk  and  operating  risk.  Market  risk  refers  to  any 
market-related  factor  that  causes  a  change  in  the  value  of  the  derivatives  position.  Market 
risk  includes  a  number  of  factors,  one  of  which  involves  interest  rate  risk.  As  interest 
rates  rise  or  fall,  an  investor's  bet  that  rates  will  move  in  a  given  direction  becomes  all- 
important  in  determining  the  current  value  of  the  investment.  Market  hsk  also  affects  the 
price  of  an  instrument  and  therefore  its  liquidity. 

Operating  risk  refers  to  the  possibility  of  losses  from  derivatives  occurring  as  a 
result  of  a  lack  of  proper  internal  controls  to  oversee  and  manage  these  instruments. 
Such  risks  arise  in  state  and  local  governments  particularly  because  of  the  failure  of  an 
entity  to  fully  understand  the  nature  and  complexity  of  these  instruments. 
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Credit  risk  is  the  risk  that  a  counterparty  may  default  on  a  derivatives  contract. 
Those  derivative  instruments  issued  by  a  government  agency,  and  even  those  issued  by 
government-sponsored  enterprises,  are  less  subject  to  credit  risk.  To  date,  we  are  not 
aware  of  any  state  or  local  government  losses  linked  to  default  on  a  contract. 


Complexity. 

GFOA  is  also  concerned  about  the  increasing  complexity  of  these  instruments 
which  are  used  by  state  and  local  governments  for  debt,  cash  and  pension  management. 
In  the  Texas  contract  referred  to  earlier,  the  formula  for  this  investment  was  two  times  the 
one-year  Swiss  franc  LIBOR  minus  the  U.S.  dollar  LIBOR  plus  five  basis  points.  This  was 
clearly  a  complicated  transaction  requiring  extensive  information  and  management,  and 
is  representative  of  many  that  are  undertaken  today.  Collateralized  mortgage  obligations 
(CMOS),  zero-coupon  instruments  such  as  STRIPS,  stripped  into  interest-onlys  (lOs)  and 
principal-onlys  (POs),  forwards,  futures,  currency  and  interest  rate  swaps,  options, 
floaters/inverse  floaters,  floaters  hedged  with  swaps,  indexed /fixed-rate  bonds,  cap,  floors 
and  collars,  as  well  as  exotic  fixed-rate  programs  known  as  RIBS/SAVRS,  PARS/INFLOS 
and  Bull/Bear  floaters  -  this  myriad  of  esoteric  and  intricate  products  is  enough  to 
confound  even  the  most  experienced  finance  professional,  whether  public  or  private. 


Suitability. 

Another  GFOA  concern  in  the  derivatives  area,  as  it  is  in  other  financial  markets, 
is  suitability.  Finance  officers  report  that  these  instruments  are  being  aggressively 
marketed  to  governments,  which  are  assured  in  many  cases  by  the  sales  force  that  the 
products  are  safe,  government-guaranteed,  and  will  protect  principal.  If  the  value  begins 
to  decline,  some  finance  officers  have  been  assured  that  they  will  bounce  back.  In  short, 
many  cautious  finance  officers  believe  that  they  have  been  misled  and  that  these  products 
have  been  misrepresented,  in  part  due  to  a  lack  of  understanding  by  the  broker/dealer 
trading  them  and  in  part  because  of  the  large  commissions  dealers  earn.  There  is  a 
decided  lack  of  unbiased  information  regarding  specific  derivatives,  even  from  outside 
investment  advisers  or  bond  counsel,  who  are  often  not  familiar  with  these  instruments. 

Many  of  the  problems  connected  to  derivatives  do  not  result  from  inherently 
dangerous  products,  but  from  a  lack  of  information  regarding  their  appropriate  use  and 
their  cost.  GFOA  was  actively  involved  in  gaining  the  inclusion  of  sales  practice 
rulemaking  authority'  under  the  Government  Securities  Act  Amendments  of  1993  in  an 
attempt  to  eliminate  abusive  broker/dealer  trading  practices  in  this  market.  We  believe 
that  some  derivatives  products  may  fall  under  the  regulatory  structure  established  in  the 
1993  Act  and  have  called  not  only  for  strong  enforcement  of  existing  suitability  rules,  but 
for  clarified  and  strengthened  suitability  rules.  We  would  suggest  that  improved  disclosure 
regarding  fees  and  mark-ups  is  also  in  order. 


Ill 


Some  dealers  have  provided  public  investors  with  "fact  sheets"  that  outline  details 
about  a  particular  product  and  request  that  the  investor  sign  a  form  indicating  that  he  or 
she  understands  this  imormation.  While  this  method  does  not  guarantee  that  there  is 
complete  disclosure  and  understanding,  it  is  certainly  an  interesting  development. 
Standardization  of  such  a  fact  sheet  and  form  might  further  enhance  this  process. 


CMOS  AND  THE  OHIO  EXPERIENCE 

While  industry  representatives  have  challenged  the  inclusion  of  CMOs,  lOs  and 
POs  in  any  discussion  about  derivatives,  their  inherent  features  logically  entitle  them  to 
such  classification.  CMOs  have  been  frequently  represented  by  many  dealers  as  being 
ordinary  mortgage-backed  securities,  while  in  fact  the  securities  are  derived  from 
underlying  pass-through  mortgage  pools  and  divided  into  separate  classes  of  securities. 
One  of  these  classes  is  interest-onlys  (lOs),  the  interest  portion  of  a  debt  repayment. 
These  are  highly  volatile  products,  whose  value  is  based  on  the  length  of  time  that  interest 
is  paid.  Another  class  is  principal-onlys  (POs),  the  principal  portion  of  the  repayment  of 
a  mortgage  obligation.  The  maturity  of  these  instruments  depends  on  the  speed  with 
which  mortgages  are  repaid. 

In  Ohio,  as  in  many  of  the  state  and  local  governments  that  have  incurred  losses, 
these  losses  have  resulted  from  the  use  of  CMOs,  particularly  lOs.  I  would  like  to  use  the 
Ohio  experience  to  briefly  illustrate  the  difficulties  associated  with  use  of  these  derivatives. 

lOs  are  typically  issued  through  organizations  such  as  the  National  Mortgage 
Association  (Fannie  Mae),  the  Government  National  Mortgage  Association  (Ginnie  Mae) 
or  the  Federal  Home  Loan  Mortgage  Corporation  (Freddie  Mac).  These  organizations 
were  created  to  develop  a  secondary  market  for  access  to  capital  for  residential  mortgage 
financing.  In  addition  to  traditional  mortgage-backed  pass-throughs,  the  agencies  offer 
other  types  of  securities.  There  are  securities  for  those  investors  seeking  shorter 
maturities,  lower  risk,  and  therefore,  lower  yield,  as  well  as  obligations  that  offer  longer 
maturities,  greater  risk,  and  potentially  higher  yield.  The  organizations  may  issue  their 
own  derivatives  or  certificates  derived  from  the  original  security  may  be  issued  by 
underwriters  who  have  repackaged  them. 

lOs  present  an  excellent  illustration  of  the  risks  noted  earlier.  Questions  of  legal 
risk  arise  from  whether  or  not  the  securities  issued  by  these  government-sponsored 
agencies  are  to  be  considered  federal  securities  and  thereby  permitted  as  an  investment 
under  Ohio  law  or  practice.  What  is  the  legal  status  of  these  instruments,  and  did  these 
jurisdictions  have  the  legal  authority  to  enter  into  such  transactions?  Credit  risk  was 
incurred  because  lOs  do  not  have  the  same  credit  backing  that  a  traditional,  "plain  vanilla" 
Treasury  security  has.  If  issued  by  an  investment  bank,  there  was  the  danger  that  the 
counterparty  to  the  transaction  may  default.  In  addition,  the  timing  of  the  underlying  cash 
flow  was  unpredictable.  Market  hsk  is  evidenced  by  the  role  which  declining  interest  rates 
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played  in  encouraging  homeowners  to  accelerate  their  payments,  meaning  that  the  cash 
flow  had  disappeared  with  the  future  interest  payments.  In  addition,  these  instruments 
became  illiquid  as  their  value  fell. 

In  Ohio,  the  heavy  reliance  on  lOs  in  many  municipal  portfolios  meant  that 
jurisdictions  saw  the  value  of  their  investments  plunge  as  the  interest  payments  dried  up. 
In  addition,  the  entities  lost  principal  as  well. 

In  1991,  the  City  of  Lima  faced  a  severe  financial  crisis.  Firefighters  were  laid  off 
and  staff  cut  back  in  all  areas  of  city  government.  With  the  sharp  decline  in  interest  rates 
and  therefore  declining  interest  income,  a  decision  was  made  to  explore  alternatives  to 
certificates  of  deposit.  It  was  at  that  time  that  Lima  entered  into  the  CMO  market.  We 
researched  the  CMO  arena  for  approximately  nine  months  before  a  decision  was  made 
to  buy  our  first  Planned  Amortization  Class  I  (PACI)  CMO.  Now  included  in  the  City's 
portfolio  are  various  types  of  derivatives  purchased  with  excess  water  and  sewer  fund 
monies  as  a  way  to  enhance  cash  flow  for  the  General  Fund. 

The  City  of  Lima's  CMO  investment  portfolio  is  not  intended  for  hedging  of 
instruments  to  predict  interest  rates.  The  portfolio  has  been  and  will  continue  to  be  an 
avenue  for  additional  funding  for  City  operations.  These  funds  are  the  portion  of  excess 
funds  not  needed  to  pay  for  such  items  as  interest  on  bond  obligations  or  payroll. 
Subsequently,  liquidity  and  unexpected  cash  flow  needs  are  not  a  consideration. 

We  have  been  very  successful  in  Lima  with  our  portfolio  and  have  avoided  many 
of  the  problems  encountered  by  other  government  entities.  We  believe  that  our  particular 
broker/dealer  has  given  us  sound  advice.  We  understood  the  products  we  were 
purchasing  prior  to  purchasing  themi.  A  professional  staff  and  our  written  investment 
policy  guided  us  regarding  which  investments  we  could  legally  purchase.  Ultimately,  the 
ability  to  use  and  manage  derivatives  in  the  way  that  we  have  has  helped  the  City  out  of 
a  sehous  financial  situation. 


EFFECTS  THAT  SOURED  DERIVATIVES  INVESTMENTS  HAVE  ON  STATE  AND  LOCAL 

GOVERNMENT  OPERATIONS 

The  true  impact  of  losses  in  derivatives  on  state  and  local  governments  will  depend 
on  the  amount  of  derivatives  in  a  jurisdiction's  portfolio  and  whether  an  entity  has 
experienced  a  reduction  in  yield,  as  in  the  case  of  the  Texas  student  loan  fund,  or 
whether  its  principal  has  been  lost,  as  in  the  case  of  the  Ohio  jurisdictions.  It  may  also 
depend  on  whether  a  jurisdiction  can  afford  to  ride  out  downturns  until  the  market 
changes,  or  whether  the  loss  must  be  realized  through  the  divesting  of  risky  obligations 
at  the  direction  of  an  auditor  or  some  other  authority.  Some  jurisdictions  are  involved  in 
litigation,  attempting  to  recoup  losses  from  investments  they  allege  were  unsuitable  when 
sold  to  them  by  dealers,  and  the  results  of  these  actions  may  determine  the  actual 
amount  and  effects  of  losses  in  derivatives. 
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In  varying  degrees,  jurisdictions  that  realize  substantial  losses  will  be  forced  to  take 
actions  similar  to  those  undertaken  by  Odessa  Junior  College:  increased  borrowing; 
seeking  new  or  increased  sources  of  revenue;  elimination  of  programs;  and  drastic 
reductions  in  expenditures  for  capital  improvements,  equipment,  and  personnel.  They 
may  also  undergo  a  dovtmgrade  in  the  rating  of  their  debt  obligations.  In  the  case  of  state 
and  local  governments,  the  additional  sources  of  revenue  in  the  form  of  higher  taxes 
could  become  necessary. 


GFOA  POLICY  AND  RECOMMENDED  PRACTICES 

In  response  to  increased  interest  on  the  part  of  its  membership  in  the  use  of 
derivative  products,  as  well  as  the  intense  marketing  of  these  products  to  state  and  local 
government  finance  officers  by  the  broker/dealer  community,  GFOA  adopted  two 
statements  dealing  with  the  use  and  regulation  of  derivatives  at  its  1994  Annual  Business 
Meeting  in  June.  These  statements  are  attached  to  my  testimony. 

The  first,  a  recommended  practice  which  offers  guidance  to  public  entities  thinking 
about  using  derivatives,  continues  GFOA's  historic  and  ongoing  efforts  to  educate  its 
members  which  I  outlined  earlier,  and  provides  direction  to  insure  prudent  management 
of  public  funds.  The  GFOA's  recommended  practice  on  derivatives  use  was  drafted  by 
and  approved  unanimously  by  its  members  attending  the  annual  meeting,  many  of  whom 
are  issuers  of  debt,  cash  managers  or  pension  system  administrators.  The  statement 
represents  "best  practices"  for  finance  officers  to  gauge  the  appropriate  use  of  derivative 
products  for  their  jurisdictions.  GFOA  urges  finance  officers  to  exercise  extreme  caution 
in  the  use  of  derivatives  instruments  and  to  consider  their  use  only  when  they  have 
developed  a  sufficient  understanding  of  the  products  and  the  expertise  to  manage  them. 
The  recommended  practice  provides  eight  factors  that  state  and  local  governments 
considering  derivatives  should  use  to  evaluate  the  appropriateness  of  such  use  for  their 
jurisdiction.  These  deal  with  applicable  statutes,  risk  awareness  and  establishment  of 
internal  controls,  and  it  makes  recommendations  regarding  relationships  with  brokers, 
dealers  or  investment  managers  dealing  in  derivative  products. 

In  the  second  statement,  the  GFOA  policy,  as  it  does  with  respect  to  other  financial 
markets,  supports  the  clarification  or  issuance  of  suitability  rules  for  derivatives  to  assure 
that  the  products  recommended  by  a  broker  or  dealer  are  appropriate  for  the  state  or 
local  government  entity.  The  Association  also  has  urged  that  the  accounting  standard- 
setting  process  for  derivative  products  be  accelerated  so  that  those  who  depend  on 
financial  reports  have  reliable  information  on  which  to  base  their  decisions.  The  policy 
also  supports  setting  reasonable  capital  requirements  for  brokers  and  dealers,  and  urges 
that  regulatory  gaps  related  to  securities  firms  and  insurance  companies  that  are  dealers 
of  derivative  products  be  closed. 
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Industry  participants  have  criticized  GFOA's  position  as  overlooking  recent  actions 
and  expressions  of  concern  from  federal  agencies  and  ignoring  the  assurances  provided 
by  regulators  and  some  industry  experts  that  reports  of  problems  in  the  derivatives  market 
are  overblown.  In  fact,  industry  representatives  --  including  some  who  have  appeared 
before  this  committee  recently  --  attempted  to  intervene  during  the  GFOA  membership's 
consideration  of  this  issue  and  to  thwart  a  vote  on  these  positions. 

But  like  you,  Mr.  Chairman,  we  can  recall  a  previous  debate  where  we  were  also 
told  that  there  was  no  need  for  concern.  This  particular  controversy  was  over 
government  securities  ~  instruments  inherently  safer,  more  stable  and  more  efficient  than 
those  necessarily  comprising  the  derivatives  market.  While  GFOA  took  the  lead  then  in 
calling  for  statutory  authority  for  regulators  to  issue  sales  practice  rules  covering 
government  securities  brokers  and  dealers,  we  were  assured  by  the  industry  and  many 
of  the  same  regulators  that  there  was  no  evidence  of  sales  practice  abuse  and  that  no 
further  regulatory  authority  was  needed.  Soon  thereafter,  the  public  learned  of  the 
Salomon  Brothers'  squeeze  on  Treasury  notes.  Last  fall,  as  you  know,  President  Clinton 
signed  into  law  the  Government  Securities  Act  Amendments  of  1993,  a  statute  which 
included  authority  for  the  self-regulatory  organizations  and  financial  institution  regulators 
to  write  sales  practice  rules  and  take  other  measures  to  protect  investors  in  the 
government  securities  market. 


CONCLUSION 

Because  state  and  local  governments  represent  a  burgeoning  market  for 
derivatives,  public  entities  are  much  sought-after  customers.  While  GFOA  recognizes  the 
benefits  that  derivatives  may  provide,  we  recognize  the  risks  they  carry  as  well.  Where 
comprehensive,  unbiased  information  is  available  to  those  finance  officers  with  the 
expertise  to  analyze  and  understand  these  risks,  derivatives  can  be  useful  instruments  for 
debt,  cash  and  pension  fund  management. 

The  adoption  by  GFOA  of  these  two  sound  policies  on  derivatives  demonstrates 
how  seriously  the  Association  takes  its  role  in  assisting  state  and  local  governments  to 
manage  taxpayer  and  public  employee  pension  funds  responsibly.  Since  the  passage  of 
these  positions,  GFOA  has  responded  to  and  worked  with  not  only  Congress,  but  the 
Federal  Reserve  Board  and  other  federal  agencies  in  this  effort. 

Mr.  Chairman,  GFOA  appreciates  the  interest  of  this  committee  in  the  role  of 
derivatives  in  public  financing  and  the  opportunity  to  appear  before  you  today.  We  urge 
the  Committee  to  continue  its  oversight  of  the  risks  that  derivatives  pose  to  all  investors, 
as  well  as  their  benefits.  We  look  forward  to  assisting  you  as  you  address  this  issue. 


For  more  information  about  the  Government  Finance  Officers  Association  and  this  testimony,  contact  Betsy 
Dotson.  Assistant  Director,  GFOA  Federal  Liaison  Center.  1750  K  Street.  NW.  Suite  650.  Washington.  DC. 
Phorje:    (202)  429-2750   Fax:    (202)  429-2755. 
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GOVEFINMENT  FINANCE  OFHCERS  ASSOCIATION 

Recommended  Practice 

Use  of  Derivatives  bv  State  and  Local  Governments 


A  derivative  is  a  financial  instrument  created  from  or  whose  value  depends  on  (is 
derived  from)  the  value  of  one  or  more  underlying  assets  or  indexes  of  asset  values.  The 
term  "derivative  products"  refers  to  instruments  or  features  such  as  collateralized  mongage 
obligations  (CMOs),  interest-only  (lOs)  and  principal-only  (POs),  forwards,  futures,  currency 
and  interest  rate  swaps,  options,  floaters/inverse  floaters,  and  caps/floors/collars.  State  and 
local  governments  are  potential  users  of  derivatives  in  their  roles  as  debt,  cash,  and  pension 
fund  managers. 

The  Government  Finance  Officers  Association  (GFOA)  urges  government  finance 
officers  to  exercise  extreme  caution  in  the  use  of  derivative  instruments  and  to  consider  their 
use  only  when  they  have  developed  a  sufficient  understanding  of  the  products  and  the 
expertise  to  manage  them.  Because  new  derivative  products  are  increasingly  complex,  state 
and  local  governments  considering  derivatives  should  use  these  iitstruments  only  if  they  can 
evaluate  the  following  factors,  among  others,  to  determine  the  appropriateness  of  derivative 
use  for  their  jurisdiction: 

1.  Government  entities  must  observe  the  objectives  of  sound  asset  and  liability 
management  policies  that  ensure  safety,  liquidity,  and  yield.  Because  of  the  risks 
involved,  the  use  of  derivatives  by  government  entities  should  receive  particular 
scrutiny.  Certain  derivative  products  may  not  be  appropriate  for  all  government 
investors.   Characteristics  of  such  products  can  include: 

high  price  volatility; 

illiquid  markets; 

products  that  are  not  market-tested; 

highly  leveraged  products; 

products  requiring  a  high  degree  of  sophistication  to  manage;  and 

products  that  are  difficult  to  value. 

Government  entities  should  understand  that  state  and  local  laws  may  not  specifically 
address  the  use  of  derivatives.  Therefore,  analysis  should  include  an  examination  of 
considerations,  such  as: 

The  constitutional  and  statutory  authority  of  the  governmental  entity  to 
execute  derivative  contracts. 

The  potential  for  violating  constitutional  or  statutory  provisions  limiting  the 
entity's  authority  to  incur  debt  resulting  from  the  transaction. 
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The  application  of  the  government  entity's  procurement  statutes  to  derivative 
transactions. 

3.  Government  entities  should  be  aware  of  the  risks  incurred  as  a  result  of  use  of 
derivatives.  These  include,  in  addition  to  legal  risk,  counterparty  credit  risk,  custodial 
risk,  market  risk,  settlement  risk  and  operating  risk. 

4.  Government  entities  should  establish  internal  controls  for  each  type  of  derivative  in 
use  to  ensure  that  these  risks  are  adequately  managed.   Examples  include: 

The  entity  should  provide  a  written  statement  of  purpose  and  objectives  for 
derivative  use. 

Written  procedures  should  be  established  that  provide  for  periodic  monitoring 
of  derivative  instruments. 

Managers  should  have  sufficient  expertise  and  technical  resources  to  oversee 
derivative  programs.   Periodic  training  should  be  provided. 

Recordkeeping  systems  should  be  sufficiently  detailed  to  allow  governing 
bodies,  auditors,  and  examiners  to  determine  if  the  program  is  functioning  in 
accordance  with  established  objectives. 

Managers  should  report  regularly  on  the  use  of  derivatives  to  their  governing 
body,  and  appropriate  disclosure  should  be  made  in  official  statements  and 
other  disclosure  documents. 

•  Reporting  on  derivative  use  should  be  in  accordance  with  generally  accepted 

accounting  principles.  Because  use  of  these  instruments  is  a  complex  matter, 
early  discussion  with  public  accountants  is  essential.  Specialized  reporting 
may  be  required. 

5.  Government  entities  should  be  aware  if  the  broker  or  dealer  with  whom  they  are 
dealing  is  merely  acting  as  an  agent  or  intermediary  in  a  derivative  transaction  or  is 
taking  a  proprietary  position.  Any  possible  conflict  of  interest  should  be  taken  into 
consideration  before  entering  into  a  transaction. 

6.  Government  entities  should  be  aware  that  there  may  be  little  or  no  pricing 
information  or  standardization  for  some  derivatives.  Competitive  price  comparisons 
are  recommended  before  entering  into  a  transaction. 
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7.  Government  entities  should  exercise  caution  in  their  selection  of  brokers,  dealers  or 
investment  managers  and  ensure  that  these  agents  are  knowledgeable  about, 
understand,  and  provide  disclosure  regarding  the  use  of  derivatives,  including  benefits 
and  risks.  The  entity  should  secure  written  acknowledgement  from  the  broker  or 
dealer  that  they  have  received,  read,  and  understood  the  entity's  debt  and  investment 
policies,  including  whether  derivatives  are  currently  authorized  under  the  entity's 
investment  policy,  and  that  the  broker,  dealer  or  investment  manager  has  ascertained 
that  the  recommended  product  is  suitable  for  the  goverimient  entity. 

8.  Government  entities  are  responsible  for  ensuring  this  same  level  of  safeguards  when 
derivative  transactions  are  conducted  by  a  third  party  acting  on  behalf  of  the 
governmental  entity. 


Adopted:  June  7,  1994 
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GOVERNMENT  HNANCE  OFHCERS  ASSOCIATION 

Policy  Statement 

Regulation  of  Derivative  Products 


Changes  in  global  financial  markets  have  led  both  the  private  and  public  sectors  to 
search  for  new  methods  to  protect  against  risks  associated  with  foreign  exchange  and  interest 
rates  as  well  as  equity  and  conunodity  prices.  In  order  to  address  this  demand,  many 
institutions  are  using  derivative  products.  Derivatives  are  financial  instruments  created 
from,  or  whose  value  depends  on  (is  derived  from)  the  value  of  an  underlying  asset, 
reference  rate  or  index. 

Participants  in  the  derivatives  markets  are  dealers  and  end-users.  End-users  include 
financial  institutions,  businesses,  mutual  and  pension  funds  and  government  entities. 
Dealers  are  usually  large  commercial  banks  or  securities  firms  and  insurance  companies  and 
their  affiliates.  Derivatives  can  be  traded  through  established  exchanges.  Derivatives  can 
also  be  traded  through  contracts  negotiated  privately  between  two  parties,  called  over-the- 
counter  (OTC)  derivatives.  While  payments  between  counterparties  of  exchange-traded 
derivatives  are  guaranteed,  those  between  counterparties  of  OTC  derivatives  are  not. 

Recent  reports  about  losses  by  some  derivatives  end-users  have  raised  numerous 
issues  of  concern  to  state  and  local  government  finance  officers.  These  include  concerns 
about  the  risks  incurred  with  the  use  of  derivatives,  such  as  legal,  credit,  market,  settlement, 
interest  rate,  and  operating  risks,  as  well  as  concerns  regarding  the  appropriate  use  of 
derivative  products  and  the  marketing  of  these  products.  Indeed,  some  public  jurisdictions 
have  already  experienced  losses  because  of  their  use  of  derivative  products. 

The  Government  Finance  Officers  Association  (GFOA)  is  concerned  about  the 
increasing  complexity  of  new  derivative  products  used  for  debt,  cash  and  pension 
management  purposes.  There  are  various  vehicles  available  to  address  these  concerns, 
including  legislation,  regulation,  better  enforcement  of  existing  rules,  improved  oversight  and 
educational  initiatives.  Accordingly,  GFOA  supports  appropriate  federal  action  that  would 
accomplish  the  following: 

Close  regulatory  gaps  related  to  securities  firms  and  insurance  companies  that 
are  dealers  of  derivative  products.  While  financial  institutions  are  subject  to 
periodic  regulatory  examinations  regarding  their  use  of  derivatives,  there  are 
no  federal  regulations  regarding  derivative  activities  by  securities  and 
insurance  firm  affiliates,  and  there  is  little  or  no  state  oversight  of  derivatives 
activities  of  insurance  company  affiliates. 
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In  addition,  while  banks  and  affiliates  of  securities  firms  are  required  to 
submit  reports  to  regulators  on  their  derivatives  activities,  there  is  no 
independent  reporting  requirement  for  insurance  company  affiliates.  Closing 
these  gaps  will  result  in  greater  assurance  that  potential  problems  will  be 
identified  and  addressed  on  a  timely  basis. 

•  Ensure   investor  proteaion  by  clarifying  suitability  rules  for  derivatives 

brokers,  dealers,  and  investment  managers  and  promulgating  new  rules  as 
necessary.  State  and  local  governments  must  be  assured  that  the  product 
recommended  for  their  use  is  appropriate  and  that  the  broker  or  dealer  has 
disclosed  his  or  her  own  position  with  regard  to  the  derivatives  contract 

Accelerate  the  Financial  Accounting  Standards  Board  (FASB)  accounting 
standard-setting  process  for  derivative  products  and  disclosure  by  derivatives 
brokers  and  dealers.  Investors,  creditors,  regulators  and  other  users  of 
financial  reports  must  be  able  to  rely  on  consistent  reponing  of  material 
information.  Lack  of  accounting  rules  can  result  in  inconsistent  and 
misleading  reporting  on  derivative  products. 

Examine  and  set  reasonable  capital  requirements  for  derivative  brokers  and 
dealers.  Capital  requirements  are  imposed  to  provide  protection  from 
unexpected  losses,  reduce  the  likelihood  of  failure  of  an  institution  or  firm, 
and  protect  clients  and  creditors.  Currently,  only  banks  have  capital 
requirements.  There  are  no  capital  requirements  for  securities  firms  or 
insurance  companies  affiliate  derivative  dealers. 

GFOA  believes  that  greater  federal  government  involvement  in  the  regulation  of 
derivative  products  is  warranted  to  avoid  market  disruption  and  the  loss  of  scarce  taxpayer 
funds. 


Adopted:  June  7,  1994 


120 


1994 

SURVEY 
OF  DERIVATIVE 
PRODUCTS  IN  THE 
DEBT  MARKET 


sponsored  b\  the 

Go\ernment  Finance 

Officers  Association 

and 

VIBIA  Corporation 


121 


1994  GFOA/MBIA  Survey 
Of  Derivative  Products  - 
In  The  Debt  Market     — 


Key  Findings 

Interest  in  derivative  products  is  high, 
but  use  is  low 

•  44%  of  those  surveyed  have  either  used  or 
would  consider  using  derivative  products  in 
association  with  the  issuance  of  debt. 

•  Only  6%  have  actually  used  a  derivative 
product  in  a  debt  financing. 

Jurisdictions  using  derivative  products 
have  been  pleased  with  the  results 

•  87%  of  those  using  derivative  products  indi- 
cated that  the  goals  for  including  derivative 
products  were  completely  accomplished. 
10%  indicated  the  goals  were  only  partially 
accomplished. 

•  Most  jurisdictions  had  several  reasons  for 
using  derivative  products.  Specifically: 

-  62%  used  derivative  products  to  reduce 
borrowing  costs, 

-  49%  to  lock  in  today's  interest  rates,  and 

-  37%  to  reduce  interest  rate  risk. 

Governmental  entities  have  used 
several  different  derivative  products 

•  Of  those  using  derivative  products: 

-  48%  undertook  a  "simple"  interest 
rate  swap. 

-  37%  completed  a  forward  interest 
rate  swap. 

-  24%  structured  debt  with  inverse  floaters. 
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Jurisdictions  using  derivative  products 
believe  their  benefits  and  risl^  were 
explained  satisfactorily 

•  89%  felt  the  benefits  wcte:  explained 
completely;  another  11%  felt  they  were 
explained  only  partially. 

•  87%  felt  the  m^s  were  explained  completely; 
another  11%  felt  they  were  explained 

only  partially. 

However,  there  is  a  need  to  provide 
more  information  about  derivative 
products  to  finance  professionals 

•  Only  4%  of  the  survey  respondents  classified 
themselves  as  being  very  knowledgeable 
about  derivative  products,  and  20%  felt  they 
only  knew  the  basics. 

•  76%  of  the  survey  respondents  classified 
themselves  as  having  only  some  or  no 
knowledge  of  derivative  products. 

•  Based  on  a  jurisdiction's  level  of  debt  issuance, 
there  was  variation  about  the  knowledge  of 
derivative  products. 

-  From  jurisdictions  annually  issuing 
S50  million  or  less,  81%  indicated  they 
had  only  some  or  no  knowledge  of 
derivative  products. 

-  From  jurisdictions  annually  issuing  more 
than  $50  million,  39%  indicated  they 
had  only  some  or  no  knowledge  of 
derivative  products. 
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Other  findings  from  the  GFOA/ 
MBIA  Survey 

•  Of  those  respondents  not  using  nor  con- 
sidering the  use  of  derivative  products, 

-  5 1%  question  vv^hether  derivative  products 
would  benefit  their  jurisdictions. 

-  38%  believe  derivative  products  to  be 
too  complex. 

-  36%  feel  derivative  products  are  too  risky. 

-  25%  are  from  jurisdictions  not  legally 
authorized  to  use  derivative  products. 

•  More  than  50%  of  the  derivative  product 
transactions  used  credit  enhancement. 

•  In  50%  of  the  derivative  product  structures 
used  by  jurisdictions,  termination  payments 
would  be  on  parity  with  the  underlying, 
outstanding  debt. 

•  Most  respondents  using  derivative  products 
work  for  jurisdictions  issuing  a  large  amount 
of  debt  and  serving  large  populations. 

-  53%  of  those  using  derivative  products 
issue  over  $50  million  in  municipal 
debt  annually. 

-  87%  of  those  using  derivative  products 
are  from  jurisdictions  serving  populations 
of  over  100,000. 

•  Even  though  derivative  products  were  used 
by  issuers  in  25  states,  more  than  one-third 
of  the  users  were  in  California  and  Florida. 
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How  extensive  is  the  use  of  derivative 
products  in  association  with  the  issuance 
of  debt  in  the  municipal  market,  and  what 
are  the  reasons  governments  have  chosen 
to  use  or  not  use  derivative  products? 

The  Government  Finance  Officers  Asso- 
ciation and  Municipal  Bond  Investors 
Assurance  Corporation,  a  leading  insurer 
of  municipal  securities,  learned  the 
answers  to  these  and  other  questions 
covering  derivative  products  through 
a  jointly  sponsored  survey. 

The  sur\^ey  comes  at  an  appropriate  time. 
Increasing  attention  has  been  focused  on 
the  use  of  derivative  products,  and  their 
use  in  the  municipal  debt  market  has 
grown  dramatically  in  the  past  year.  As 
with  any  financial  tool,  effective  use  of 
derivative  products  depends  upon  finance 
professionals  understanding  the  asso- 
ciated benefits  and  risks. 

The  survey  found  that  government  finance 
officers  utilizing  derivative  products  are 
pleased  with  the  results.  At  the  same 
time,  however,  there  is  a  large  number  of 
finance  professionals  who  believe  the 
risks  of  derivative  products  outweigh 
the  benefits. 

Findings  are  based  on  responses  from 
more  than  1,600  government  finance 
professionals  throughout  the  U.S.  They 
represent  a  varied  group  of  professionals 
with  expertise  in  debt  finance,  budget- 
ing, financial  reporting,  cash  manage- 
ment, and  pension  finance  serving  local 
governments,  special  districts,  counties, 
and  states. 

We  are  pleased  to  provide  you  with  a 
summary  of  the  surveys  findings  and 
thank  all  those  who  took  the  time  to 
answer  its  questions. 

Robert  R.  Godfrey        J.B.  Kurish 

MBIA  Clorporation  Cioveninient  Finance 

Officers  Association 
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Testimony  before  the  U.S.  House  of  Representatives 
Committee  on  Banking,  Finance,  and  Urban  Affairs 

The  Use  of  Derivatives  by  Public  Agencies 

Lawrence  F.  Alwin,  CPA 
Texas  State  Auditor 

October  5,  1994 


Mr.  Chairman  and  Members  of  the  Committee. 

Thank  you  for  inviting  me  to  testify  before  you  today. 

My  name  is  Lawrence  Alwin.  I  am  the  State  Auditor  for  the  State  of  Texas.  As  you  have 
heard  in  previous  testimony,  Odessa  College,  a  public  junior  college  in  Odessa,  Texas,  saw 
its  investment  portfolio  plummet  to  less  than  half  of  its  former  value  due  to  over-investment 
in  "high  risk"  mortgage  derivatives. 

Hie  suddenness  and  magnitude  of  this  loss  is  a  matter  of  great  concern  to  the  State's 
leadership.  The  Legislative  Audit  Committee  directed  our  OQlce  to  review  and  report  on 
the  causes  of  Odessa  College's  financial  problems,  to  determine  if  public  funds  held  by 
other  state  agencies,  universities,  and  junior  colleges  might  be  at  similar  risk,  and  to 
provide  any  recommendations  warranted  by  our  findings. 

My  testimony  today  mil  have  to  be  somewhat  general,  because  we  have  not  completed  our 
audit  work  or  reported  to  the  Legislative  Audit  Committee.  I  will  limit  my  remarks  to 
general  concerns  we  have  identified  to  date,  and  to  areas  we  are  looking  at  in  terms  of 
recommendations  to  the  Texas  Legislature.  1  would  note  that  our  findings  and 
recommendations  are  preliminary  in  nature,  and  will  be  further  refined  as  we  complete  our 
audit  work. 

Our  most  important  finding  should  provide  reassurance  to  Texas  citizens.  On  the  whole, 
Texas  agencies  and  institutions  are  prudently  managing  their  investment  portfolios.  We 
surveyed  the  state  agencies,  universities,  and  junior  colleges,  and  found  that  less  than  10 
percent  of  total  State  investments  are  in  derivatives,  and  only  a  small  fraction  of  that 
amount  is  invested  in  what  are  considered  to  be  volatile,  or  "high  risk"  derivatives. 

Although  the  State's  overall  investment  posture  is  sound,  this  should  not  be  taken  as 
minimizing  the  significance  of  what  occurred  at  Odessa  College.  Odessa  College's  financial 
difficulties  should  serve  as  a  warning  to  all  governing  boards  and  investment  officers  who 
believe  "It  can't  happen  here!" 
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Because  our  audit  work  at  Odessa  College  is  continuing,  I  do  not  wish  to  get  into  detailed 
findings  at  this  time.  However,  I  will  briefly  discuss  some  of  the  factors  which  we  believe 
led  to  the  College's  current  difficulties. 

First,  internal  controls  over  the  investment  function  were  ineffective.  Due  to  past 
investment  successes,  too  much  reliance  was  placed  on  the  skill  and  judgment  of  the 
investment  officer.  College  administrators  and  the  governing  board  either  did  not  tally 
appreciate  the  risk  associated  with  these  investments,  or  proceeded  in  spite  of  the  risk.  In 
either  case,  they  did  not  provide  the  careful  oversight  required  from  those  who  have 
fiduciary  responsibility  for  the  prudent  management  of  public  funds. 

Second,  there  was  a  complete  absence  of  diversification  of  investments.  The  College  pooled 
all  of  its  capital,  including  funds  needed  for  day-to-day  operations,  and  invested  the  entire 
amount  in  volatile,  "high  risk"  derivatives.  The  College  was  treating  the  derivatives  as 
"short-term"  investments  that  it  could  sell,  as  needed,  to  meet  operating  expenses.  When 
the  market  value  of  the  derivatives  plunged,  they  were  transformed  into  "long-term" 
investments,  because  they  could  not  be  sold  without  substantial  loss.  The  College  was  left 
with  serious  liquidity  problems  and  could  not  meet  operating  expenses. 

The  College  has  attempted  to  deal  with  this  crisis  through  a  combination  of  cost-cutting 
and  revenue-raising  measures.  But  it  is  important  to  keep  in  mind  that  the  crisis  could 
have  been  easily  averted  if  the  College  had  exercised  proper  oversight  of  investments  and 
had  maintained  a  diversified  portfolio  which  included  short-term  investments  to  meet  its 
operating  needs. 

From  our  review,  Odessa  College  appears  to  be  unique  in  terms  of  the  magnitude  of  its 
investment  problems.  However,  the  portfolios  of  a  number  of  other  state  entities  do  contain 
a  significant  percentage  of  derivatives.  Of  the  209  entities  we  surveyed,  15  entities  have  a 
significant  portion  of  their  portfolios  in  derivatives.  Several  of  these  institutions  have 
experienced  substantial  declines  in  the  market  value  of  their  derivative  holdings,  but  it 
appears  that  most  of  their  portfolios  are  sufficiently  diversified  to  avoid  the  severe  liquidity 
problems  suffered  by  Odessa  College. 

The  universities  and  junior  colleges  that  have  experienced  substantial  declines  in  the  value 
of  their  derivative  holdings  tend  to  be  small-  to  medium-sized  institutions  with  smaller 
portfolios.  This  indicates  that  some  of  these  institutions  may  not  have  sufficient  resources, 
expertise,  and  internal  controls  to  manage  portfolios  with  these  complex  investment 
instruments.  They  may  also  be  placing  too  much  reliance  upon  the  recommendations  of 
brokers  who,  in  some  cases,  appear  to  be  aggressively  marketing  "high  risk"  derivatives 
without  fully  considering  the  investment  needs  of  public  institutions. 
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Five  m^or  state  entities  hold  over  90  percent  of  the  State's  total  investments  in  derivatives. 
Two  of  the  Hve  entities  have  a  significant  portion  of  their  portfolios  in  derivatives.  There 
has  not  been  a  snbstancial  decline  in  the  market  value  of  their  derivatives,  apparently 
because  their  holdings  are  concentrated  in  the  more  conservative  types  of  derivatives.  This 
suggests  that  larger  entities,  with  their  more  experienced  investment  staffs,  are  more  likely 
to  do  a  better  job  of  assessing  and  managing  the  risk  associated  with  these  complex 
investments. 

Every  participant  in  the  investment  of  public  ftands,  firom  the  broker  to  the  governing  board, 
has  a  fiduciary  responsibility  to  ensure  that  investment  risk  is  fully  disclosed,  documented, 
and  understood.  However,  disclosure  responsibilities  for  derivatives  are  difficult  to  fiilfill 
because  derivatives  are  not  currently  required  to  have  a  risk  rating.  We  endorse  the 
Securities  and  Exchange  Commission's  recent  recommendation  that  prospectuses  for 
derivatives  should  contain  a  quantification  of  risk.  We  are  also  encouraged  that  investment 
rating  services  are  developing  market  risk  rating  scales  for  derivatives.  Hopefully,  these 
efforts  will  lead  to  a  more  uniform  and  objective  way  of  measuring  the  volatility  of  these 
investments. 

We  also  support  the  new  financial  statement  disclosure  requirements  for  derivatives  which 
have  been  proposed  by  the  Governmental  Accounting  Standards  Board  and  the  Financial 
Accounting  Standards  Board.  If  adopted,  these  disclosure  requirements  will  provide 
oversight  officials  and  auditors  with  better  information  to  use  in  monitoring  and  evaluating 
an  entity's  risk  exposure. 

There  are  a  number  of  other  steps  that  could  be  taken  at  the  state  level  to  help  prevent  a 
recurrence  of  the  problems  at  Odessa  College.  Although  Texas  state  law  provides  general 
investment  guidelines,  each  state  entity  independently  develops  its  own  investment  policy. 
Obviously,  at  some  of  our  smaller  institutions,  investment  policies  and  controls  have  not 
worked  adequately.  We  believe  consideration  should  be  given  to  developing  model 
investment  policy  guidelines,  in  consultation  with  experienced  state  investment  officials  and 
advisors.  This  would  help  ensure  that  the  investment  policies  for  all  state  entities,  large 
and  small,  meet  certain  basic  standards.  Also,  we  believe  that  each  entity's  investment 
policy  and  portfolio  should  receive  a  periodic  external  review  to  ensure  that  management 
controls  are  effective,  that  the  economic  and  operating  objectives  of  the  entity  are  being 
achieved,  and  that  appropriate  risk  management  systems  are  in  place. 

We  found  that  the  governing  board's  knowledge  and  involvement  regarding  the  management 
of  investments  varies  considerably  fkt>m  entity  to  entity.  To  help  ensure  that  governing 
boards  provide  a  consistent  level  of  oversight,  we  lielieve  that  training  for  board  members 
should  include  a  specific  program  on  the  management  of  investments.  The  Legislature  may 
also  wish  to  consider  requiring  that  governing  boards  must  include  a  member  with 
demonstrated  financial  expertise  and  investment  experience. 
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As  I  mentioned  earlier,  our  audit  worlt  is  not  completed.  We  are  currently  performing  more 
detailed  analyses  of  the  investment  policies  and  portfolios  of  Odessa  College  and  other 
junior  colleges  and  universities  that  have  experienced  substantial  declines  in  the  value  of 
their  derivative  investments.  I  will  be  pleased  to  send  the  Committee  a  copy  of  our  audit 
report  when  it  is  completed. 

Again,  Mr.  Chairman,  thank  you  for  inviting  me  to  testily  before  your  Committee.  We  in 
Texas  appreciate  your  efforts  to  investigate  and  find  practical  solutions  to  these  veiy 
complex  problems. 

At  this  time  I  will  be  pleased  to  respond  to  any  questions  the  Committee  may  have, 
although  I  will  not  be  able  to  provide  more  specific  information  concerning  our  audit  until 
the  report  is  finalized  and  presented  to  the  Legislative  Audit  Committee. 

Thank  you. 
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U.S.  HOUSE  OF  REPRESENTATIVES 

COMMITTCE  ON  eANKINO.  FINANCE  AND  UMAN  ATFAIRt 
ONE  HUNDRED  TXIRO  CONGRESS 

2I2»  RAYBURN  HOUSE  OFHCE  BUILXMNO 
WASHINGTON.  DC  20«1»-«OeO 

September  21,  1994 


Kr.  Lsvla  N.  TmI 
Bxecutlv*  Vlca  President 
Trading  Exposur*  Control  and 

Compllano* 
555  California  Straat,  42th  Floor 
Bank  of  Aoerlca 
San  Francisco,  CA  94104 

Dear  Hr.  Teeli 

The  CoBUBittee  on  Banking,  Finance  and  Orban  Affairs  will  b« 
holding  a  hearing  on  the  risks  posed  by  derivatives  on  October  5, 
1994,  at  10:00  a. a.  in  room  2128  of  the  Rayburn  House  Office 
Building.  The  Committee  respectfully  requests  that  you  testify  at 
the  hearing. 

The  Committee  is  interested  in  learning  the  facts  about  the 
derivatives  losses  suffered  by  Bank  of  America's  money  market 
funds,  and  Bank  of  America's  subsequent  decision  to  cover  these 
losses  with  payments  into  the  funds.  In  order  for  the  Committee  to 
have  a  better  understanding  of  the  risks  derivatives  pose,  please 
include  the  following  information  in  your  written  testimony. 

1.  The  circumstances  surrounding  the  derivatives  losses 
suffered  by  Bank  of  America's  money  market  funds. 

2.  The  effects  of  the  derivatives  losses  on  the  money  market 
funds  and  Bank  of  America  as  a  whole. 

3.  The  steps  that  have  been  taken  to  avoid  future 
derivatives  losses. 

Please  provide  any  additional  comments  that  you  believe  to  be 
pertinent  to  the  hearing.  You  will  be  given  10  minutes  to 
summarize  your  written  remarks.  Banking  Committee  rules  require 
that  you  provide  200  copies  of  your  written  testimony  no  later  than 
10:00  a.m.,  October  4,  1994,  to  room  2129  of  the  Rayburn  House 
Office  Building. 

Thank  you  in  advance  for  your  cooperation.   The  Coimnittee 

looks  forward  to  your  testimony. 

With  best  wishes. 

:erely. 


Henry  B.    Gonz<Kez 
Chairman 
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Mr.  Roger  FlrOc,  Esq. 
Charles  County  Attorney 
P.O.  Box  B 
La  Plata,  Maryland  20646 

Dear  Mr.  Fink; 

The  CoBunittee  on  Banking,  Finance  and  Urban  Affairs  will  be 
holding  a  hearing  on  the  risks  posed  by  derivatives  on  October  5, 
1994,  at  10:00  a.B.  in  room  2128  of  the  Rayburn  House  Office 
Building.  In  light  of  Charles  County's  recent  experiences  with 
derivatives,  the  Committee  respectfully  requests  that  you  testify 
at  the  hearing. 

In  order  for  the  Committee  to  have  a  better  understanding  of 
the  risks  that  derivatives  pose  to  local  governments,  please 
include  the  following  information  in  your  written  statement. 

1.  The  circumstances  surrounding  the  investment  of  Charles 
County  funds  in  derivatives,  including  the  amount  of 
county  funds  invested  in  derivatives  and  an  estimate  of 
any  losses  from  those  investments. 

2.  Please  explain  how  the  investments  and  ensuing  losses 
have  affected  the  operations  of  Charles  County. 

3.  The  steps  that  have  been  taken  to  recoup  losses  and 
ensure  that  future  investments  adhere  to  state  and  county 
regulations  governing  such  transactions. 

Please  provide  any  additional  comments  that  you  believe  to  be 
pertinent  to  the  hearing.  You  will  be  given  10  minutes  to 
summarize  your  written  remarks.  Banking  Committee  rules  require 
that  you  provide  200  copiee  of  your  written  testimony  no  later  than 
10:00  a.m.,  October  4,  1994,  to  room  2129  of  the  Rayburn  House 
Office  Building. 

Thank  you  in  advance  for  your  cooperation.   The  Committee 
looks  forward  to  your  testimony, 
with  best  wishes. 


Siierely,  (I 

Henry  B.  Gonzalez*-' 
Chairman 
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Dr.  Philip  T.  Speegls 
President,  Odessa  College 
201  West  University 
Odessa,  TX  79764 

Dear  Or.  Speegle: 

The  Coanlttee  on  Banking,  Finance  and  Urban  Affairs  will  be 
holding  a  hearing  on  the  risks  posed  by  derivatives  on  October  5, 
1994,  at  10:00  a.B.  in  room  2128  of  the  Rayburn  House  Office 
Building.  In  light  of  Odessa  College's  recent  experiences  a^lth 
derivatives,  the  Committee  respectfully  req^uests  that  you  testify 
at  the  hearing. 

In  order  for  the  Committee  to  have  a  better  understanding  of 
the  risks  that  derivatives  pose,  please  include  the  following 
information  in  your  trritten  statement. 

1.  The  circumstances  surrounding  the  investment  of  Odessa 
College  funds  in  derivatives,  including  the  amount  of  the 
funds  invested  in  derivatives  and  an  estimate  of  any 
losses  from  those  investments. 

2.  Please  explain  how  the  investments  and  ensuing  losses 
have  affected  the  operations  of  Odessa  College. 

3.  The  steps  that  have  been  taken  to  recoup  losses  and  avoid 
future  derivatives  losses. 

Please  provide  any  additional  comments  that  you  believe  to  be 
pertinent  to  the  hearing.  You  will  be  given  10  minutes  to 
summarize  your  written  remarks.  Banking  Committee  rules  require 
that  you  provide  200  copies  of  your  written  testimony  no  later  than 
10:00  a.m.,  October  4,  1994,  to  room  2129  of  the  Rayburn  House 
Office  Building. 

Thank  you  in  advance  for  your  cooperation.   The  Committee 

looks  forward  to  your  testimony. 

With  best  wishes. 


Henry  B 
Chairman 
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U.S.  HOUSE  OF  REPRESENTATIVES  ^VESSl£if~ 

COMMtTTH  ON  BANKING.  FINANCE  AND  URBAN  AFFAIRS  ^"^  "***  •™^ 


ONE  HUNDRED  TMIRO  CONGRESS  

3129  RAVBURN  HOUSE  OFFICE  BUILDING  5SS'3iSSTKU«». 
, WASHINGTON.  DC  206 1 5-6050  ««j«™, «««. 

:3E.'iSSiiSSSc««—  October  4,  1994  m»»*».™. 


Kr.  Darwin  St.  Clair 

Chainim,  Shoshone  Business  Council 

Eastern  Shoshone  Tribe 

P.O.  Box  538 

Fort  Washakie,  Wi     82514 

Dear  Mr.  St.  Clair: 

The  Conaaittee  on  Banking,  Finance  and  Urban  Affairs  will  be 
holding  a  hearing  on  derivatives  losses  on  October  5,  1994,  at 
10:00  a.m.  in  rooa  2128  of  the  Rayburn  House  Office  Building.  In 
light  of  the  Eastern  Shoshone  Tribe's  recent  experiences  with 
derivatives,  the  Committee  respectfully  requests  that  you  or  your 
designee  testify  at  the  hearing. 

In  order  for  the  Committee  to  have  a  better  understanding  of 
the  risks  that  derivatives  pose,  please  include  the  following 
information  In  your  written  statement: 

1.  The  circumstances  surrounding  the  investment  of  the 
tribe's  funds  in  derivatives,  including  the  amount  of 
ftinds  invested  in  derivatives  and  an  estimate  of  any 
losses  from  those  investments. 

2.  Please  explain  how  the  investments  and  ensuing  losses 
have  affected  the  operations  of  the  tribal  government  and 
Its  services. 

3.  Any  steps  that  have  been  taken  to  recoup  losses  and  avoid 
future  derivatives  losses. 

Please  provide  any  additional  comments  that  you  believe  to  be 
pertinent  to  the  hearing.  You  will  be  given  10  minutes  to 
summarize  your  written  remarks. 

Thank  you  in  advance  for  your  cooperation.   The  Committee 
looks  forward  to  your  testimony. 


With  best  wishes. 


Sincerely,  /7 

Henry  B.  Gonzalez  '^ 
Chairman 
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U.S.  HOUSE  OF  REPRESENTATIVES 

COMMITTU  ON  BANKINO.  FINANCE  AND  URBAN  AFFAIRS 
ONE  HUNDRED  THIRD  CONGRESS 

2128  RAYBURN  HOUSE  OFFICE  BUILOINO 
WASHINGTON.  DC  20StS-60SO 

September  23,  1994 


Mr.  Jsffray  Esser 

Executive  Director 

Governnent  Finance  Officers  Association 

ISO  North  Michigan  Ave.,  Suite  /800 

Chicago,  IL  60601 

Dear  Mr.  Esser: 

The  CoBunlttee  on  Banking,  Finance  and  Urban  Affairs  will  be 
holding  a  hearing  on  the  risks  posed  by  derivatives  on  October  5, 
1994,  at  10:00  a.m.  in  room  2128  of  the  Rayburn  House  Office 
Building.  The  Committee  respectfully  requests  that  you  or  your 
designee  testify  at  the  hearing. 

The  Committee  is  Interested  in  the  Government  Finance  Officers 
Association's  (GFOA)  views  on  a  number  of  subjects  related  to  the 
use  of  derivatives  by  public  Jurisdictions.  In  order  for  the 
Committee  to  have  a  better  understanding  of  the  risks  that 
derivatives  pose,  plesse  include  the  following  information  in  your 
written  statement: 

1.  The  reasons  for  GFOA's  concerns  about  the  use  of 
derivatives  products  by  state  and  local  governments. 

2.  The  effects  that  soured  derivatives  investments  can  have 
on  the  operations  of  state  and  local  governments. 

3.  OGFA's  recommendations  to  public  jurisdictions  that  are 
considering  whether  to  engage  in  derivatives 
transactions. 

Please  provide  any  additional  comments  that  you  believe  to  be 
pertinent  to  the  hearing.  Vou  will  be  given  10  minutes  to 
summarize  your  written  remarks.  Banking  Committee  rules  require 
that  you  provide  200  copies  of  your  written  testimony  no  later  than 
10:00  a.m.,  October  4,  1994,  to  room  2129  of  the  Rayburn  House 
Office  Building. 

Thank  you  in  advance  for  your  cooperation.   The  Committee 
looks  forward  to  your  testimony. 


Kith  best  wishes. 


Incerely,   A 


Henry  B.  Gonzalez 
Chairman 
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Mr.  Lawrenca  F.  Alwin 
Texas  Stat*  Auditor 
206  B.  9th  Street,  Suite  1900 
Austin,  Texas  78701 

Dear  Mr.  Alwin: 

The  CoBualttee  on  Banking,  Finance  and  Urban  Affairs  will  be 
holding  a  hearing  on  the  risks  posed  by  financial  derivatives  on 
October  5,  1994,  at  10:00  a.a.  in  room  2128  of  the  Rayburn  House 
Office  Building.  The  Committee  respectfully  requests  that  you 
testify  at  the  hearing. 

The  Committee  is  interested  in  the  Office  of  the  State 
Auditor's  views  on  several  Issues  related  to  the  use  of  derivatives 
by  public  agencies.  The  Committee's  concerns  about  this  issue  are 
based  on  a  number  of  derivatives  losses  at  well-known  institutions 
such  as  Texas'  Odessa  College.  To  assist  the  Committee  in 
developing  a  greater  understanding  of  how  these  losses  occur  and 
how  they  impact  the  affected  institution,  please  include  the 
following  information  in  your  written  statement: 

1.  The  reasons  behind  your  office's  concerns  about  the  use 
of  derivatives  products  by  public  agencies. 

2.  The  effects  that  soured  derivatives  investments  can  have 
on  the  operations  of  public  agencies. 

3.  Your  office's  recommendations  to  public  agencies  that  are 
considering  whether  to  engage  in  derivatives 
transactions. 

I  understand  that  your  office's  analysis  of  these  issues  is 
ongoing,  and  therefore  I  appreciate  your  willingness  to  provide  the 
Committee  with  the  conclusions  you  have  drawn  up  to  this  point. 
Please  also  provide  any  additional  comments  that  you  believe  will 
be  pertinent  to  the  hearing. 

You  will  be  given  10  minutes  to  summarize  your  written 
remarks.   Banking  Committee  rules  require  that  you  provide  200 

copies  of  your  written  testimony  no  later  than  10:00  a.a.,  October 
4,  1994,  to  room  2129  of  the  Rayburn  House  Office  Building. 

Thank  you  in  advance  for  your  cooperation.   The  Committee 
looks  forward  to  your  testimony. 

Hith  best  wishes. 


Heiiry  B./Gonzu6z 
Chairman 


HBG: jr 
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U.S.  HOUSE  OF  REPRESENTATIVES 

COMMITTEE  ON  BANKING    FINANCE  AND  URBAN  AFFAIRS 
ONE  HUNDRED  THIRD  CONGRESS 

2 1 29  RAYBURN  HOUSE  OFFICE  BUILDING 
WASHINGTON.  OC  20S1S-8O5O 

October  4,  1994 


REVISED  HEARING  NOTICE 


TO: 


FROM: 


REGARDING: 


All  Members 

Committee  on  Banking,  Finance  and  Urban  Affairs 

Henry  B.  Gonzalez 

Chairman,  Committee  on  Banking,  Finance  and  Urban  Affairs 

Hearing  on  recent  derivatives  losses 


The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  hold  a 
hearing  on  Wednesday,  October  S,  1994,  at  10:00  a.m.,  in  Room  2128  of  the 
Rayburn  Bouse  Office  Building,  to  examine  recent  losses  caused  by 
investments  in  financial  derivatives.  The  Committee  will  hear  testimony 
from  representatives  of  several  public  and  private  institutions  that  have 
lost  millions  of  dollars  in  soured  derivatives  investments.  The 
representatives  will  explain  the  effects  that  those  losses  have  had  on 
their  institution's  operations. 

The  following  is  a  final  witness  list: 

PANEL  I 

The  Honorable  Richard  E.  Neal,  U.S.  Representative 

PANEL  IZ 

Mr.  Lewis  W.  Teel,  Executive  Vice  President,  Bank  of  America 
Mr.  Roger  Pink,  Charles  County  Attorney,  Charles  County,  Maryland 
Dr.  Philip  Speegle,  President,  Odessa  College 

Mr.  Vernon  Hill,  Member,  Shoshone  Business  Council,  Eastern  Shoshone 
Tribe 

PANEL  III 


Mr.  Alan  McDougle,  Director  of  Finance  and  Purchasing,  City  of  Lina, 

Ohio;  representing  the  Government  Finance  Officers  Association 
Mr.  Lawrence  F.  Alwin,  Texas  State  Auditor 
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U.S.  HOUSE  OF  REPRESENTATIVES 

COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 
ONE  HUNDRED  THIRD  CONGRESS 

2129  RAYBURN  HOUSE  OFFICE  BUILDING 
WASHINGTON,  DC  2051S-«060 

September  9,  1994 
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HEMRV  I  COHCAUX  nXAS.  CHAIRMAN 
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ERIC  FINCERHUr,  OHIO 

The  Honorable  Ann  W.  Richards 

Governor 

State  of  Texas 

P.O.  Box  12428 

Austin,  Texas  78711 

Dear  Governor  Richards: 

For  the  past  several  years,  I  have  become  Increasingly 
concerned  over  the  growing  use  of  potentially  risky  and  complex 
financial  products  called  derivatives,  vmile  they  can  be  useful  in 
mitigating  some  risks,  the  downside  risks  posed  by  derivatives  are 
often  not  well  understood. 

Over  the  past  year,  many  so-called  sophisticated  investors 
have  lost  hundreds  of  millions  of  dollars  in  soured  derivatives 
investments.  In  addition,  others  ranging  from  small  towns  to  large 
universities  have  lost  millions  in  soured  derivatives  investments. 
I  was  saddened  to  learn  that  Texas'  own  Odessa  Junior  College 
District  had  its  credit  rating  lowered  after  it  was  uncovered  that 
the  college  had  lost  millions  investing  in  mortgage-backed 
derivatives. 

I  respectfully  request  that  you  alert  all  of  the  State's 
pension  funds,  universities,  school  districts,  and  other  public 
entities  about  the  risks  posed  by  derivatives.  Given  that  these 
institutions  are  sustained  by  monies  collected  from  hard-working 
Texas  taxpayers,  it  is  imperative  that  the  managers  running  these 
institutions  be  warned  about  the  risks  posed  by  derivatives 
investments. 

Thank  you  for  your  time  and  consideration.  I  look  forward  to 
working  with  you  to  protect  the  State  of  Texas  and  its 
instrumentalities  from  the  risks  posed  by  derivatives.  With  best 
wishes. 

Irely, 


onzalez 


Chairman 


HBG:dk 
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State  op  Texas 

Office  of  the  Governor 
Austin,  Texas  78711 
ann  w.  mchasds 

COVEKNOR 

September  16,  1994 


The  Honorable  Henry  B  Gonzalez  RECEIVED 

U.S.  House  of  Representatives  a^ 

2129  Raybum  House  Office  Building  iJL  Jfp  2  5  1>** 

Washington,  DC  20515-6050  \Jj  • 

/t\  I  If  mJm  Commine«  on  Banking.  Finance 

Dear  Congresfiy|pAz|l4A^/|  *  "•*«"  '^"^''^ 


Thank  you  for  your  letter  of  September  9  concerning  the  risks  of  investing  in  derivatives. 
I  agree  with  you  that  even  the  most  sophisticated  investors  can  lose  substantial  amounts  of 
money.  These  investments  must  be  approached  with  the  utmost  caution,  especially  any 
investment  of  funds  we  hold  in  the  public  trust. 

You  mentioned  the  bvestment  losses  of  Odessa  Junior  College,  and  urged  us  to  alert  all 
state  agencies  about  the  risky  nature  of  derivatives.  In  response  to  the  Odessa  Junior 
College  losses,  my  appointees  at  the  Sute  Securities  Board  did  send  a  notice  to  state 
agencies  financial  officials,  cautioning  against  derivative  investments.  Further,  at  the 
request  of  the  state's  leadership  offices,  the  State  Auditor  is  currently  surveying  all  state 
agencies  to  determine  all  derivative  investments  and  identify  areas  of  financial  exposure. 
The  results  fi'om  this  survey  are  expected  in  a  few  weeks. 

I  am  especially  sensitive  to  the  investments  of  our  pension  fimds  and  have  asked  my  staff 
to  prepare  a  special  report  on  the  status  of  these  fimds. 

I  appreciate  the  attention  you  are  devoting  to  this  issue  and  will  keep  you  informed  of  our 
findings. 


/MM ^ 

W.  RICHARDS 


Governor 
AWR:DKC/be 


Post  Office  Box  12128  Austin,  Texas  tstii  (siz)  46)2000  (voiCE)/(5i2)  475-)i65(tdd) 

Pnnicd  on  Recycled  Pap«f 
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DERIVATIVES  LOSSES  AFFECTING  BANKS 


DATE 


May  1994 


ORGANIZATION 

BankAmerica  Corp. 


July  1,  1994 


BankAmerica  Corp. 


August/September 


September  27, 
1994 


Caliber  Bank,  a  unit  of 
Independent  Bancorp, 
Inc. 


Community  Bankers 
Mutual  Fund,  managed 
by  Community  Assets 
Management 


November  18, 
1994 


First  Chicago  Corp. 


EVENT 


Paid  $17.4  million  into  its 
Pacific  Horizon  Prime  Money 
Market  fund  to  cover  losses  on 
derivatives  and  some  other 
securities. 

Announced  the  injection  of  an 
additional  $50.5  million  into  its 
money  market  funds  to  cover 
derivatives  losses.    After  tax 
losses  to  the  company  equalled 
about  $30  million. 

Caliber  was  sold  to  Norwest 
Corp.  after  it  suffered  tens  of 
millions  in  losses  on 
collateralized  mortgage 
obligations. 

The  SEC  announced  that  the 
fund  had  become  the  first  money 
market  fund  to  cause  a  loss  to 
investors.    The  cause  of  the  loss 
was  soured  derivatives 
investments,  which  comprised 
$35.5  million  of  the  fund's 
$82.2  million  in  assets.    The 
fund's  shareholders  were  112 
community  banks.    The 
collective  loss  to  the 
shareholders  was  $5  million,  or 
six  cents  for  every  dollar 
invested. 

Announced  losses  of  $7.2 
million  after  purchasing  $158 
million  in  soured  structured 
notes  investments  from  several 
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mutual  funds  the  bank  advised. 
The  SEC  is  investigating  two  of 
the  funds. 


1994 


Bamett  Banks,  Inc. 


Purchased  $100  million  from  its 
Emerald  Prime  Fund  to  cover 
derivatives  losses. 


1994 


ABN  Amro  (LaSalle 
National  Corp.) 


Purchased  $45  million  in 
derivatives  from  two  of  its 
mutual  funds  to  cover  losses. 


1994 


Union  Bank 


1994 


Wilmington  Trust 
Company 


Purchased  $20  million  in 
derivatives  from  its  Stepstone 
Money  Market  fund  to  cover 
losses.    Recorded  a  $1  million 
charge  to  earnings. 

Purchased  $5  million  in 
derivatives  from  its  Emerald 
Prime  Trust  Fund  to  cover 
losses. 


Wilmington  also  infused  $3.8 
million  in  capital  to  two  other 
funds,  recording  the  $3.8  million 
as  a  loss. 


1994 


Fleet  Financial  Corp. 


Reimbursed  three  money  market 
funds  for  derivatives  losses  at  a 
cost  of  $5  million. 


1994 


Northern  Trust  Corp. 


Agreed  to  buy  $111  million 
worth  of  derivatives  by  June  of 
next  year  from  three  of  its 
money  market  funds.    Recorded 
a  $3.5  million  charge  to  earnings 
to  cover  the  cost. 
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DERIVATIVES  LOSSES  AFFECTING  NON-BANKS 


DATE 


ORGANIZATION 


EVENT 


early  January,  1994  Metallgesellschaft 


Announced  potential  derivatives 
losses  of  over  $1  billion. 


March  7,  1994 


Gibson  Greetings 


Announced  loss  of  $3  million  on 
interest  rate  swaps.    On  April 
18,  announced  first  quarter  loss 
of  $16.7  million  on  interest  rate 
derivatives.    Subsequently  sued 
Bankers  Trust. 


March  1994 


March  31,  1994 


Minnetonka  Fund 


Askin  Capital 
Management 


Run  by  Cargill,  the  fund  lost 
more  than  $90  million  using 
mortgage-backed  derivatives. 

Three  private  investment  funds 
worth  $2  billion  and  managed  by 
David  Askin  were  liquidated 
because  of  massive  derivatives 
losses. 


April  8,  1994 


City  Colleges  of 
Chicago 


April  13,  1994 


Proctor  &  Gamble 


Filed  lawsuit  against  Westcap 
Securities  L.P.  charging  that 
Westcap  did  not  disclose  to  them 
that  their  $96  million  portfolio 
would  be  put  into  derivatives 
that  subsequently  became 
illiquid.   The  suit  asks  for  $50 
million  damages. 

Aimounced  $102  million  charge 
on  derivatives  that  failed  because 
of  interest  rate  increases. 
Subsequently  sued  Bankers 
Trust,  which  sold  it  the 
derivatives. 


April  18,  1994 


New  York  Muni  Fund 


Settled  with  New  York  Attorney 
General  for  failing  to  disclose 
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investing  40%  of  fund  in 
derivatives. 


April  21,  1994 


Dell  Computer 


May,  1994 


Mead  Corporation 


Revealed  $500,000  loss  on 
foreign  exchange  derivative 
transactions  and  warned  that 
further  losses  may  be 
forthcoming. 

Reportedly  suffered  significant 
losses  on  derivatives  purchased 
from  Bankers  Trust. 


May  1994 


Chanhassen,  Minn. 


Losses  on  investments  in  CMO's 
and  structured  notes  (inverse 
floaters)  dropped  the  value  of 
city's  portfolio  by  almost  $5 
million. 


May  15,  1994 


ARCO 


Announced  employee  savings 
plan  lost  $22  million  from 
derivatives  transactions. 


May  12,  1994 


May  18,  1994 


Air  Products  and 
Chemicals  Inc. 


Caterpillar 


Announced  it  lost  $96.4  million 
on  five  derivatives  contracts 
bought  from  Bankers  Trust. 

Financial  services  subsidiary  of 
Caterpillar  reported  a  $5.4 
million  loss  from  derivatives. 


May,  1994 


Spring  1994 


June  1994 


Piper  Jaffray  Mutual 
Funds 


Escambia  County,  Fla. 


Virginia  Retirement 
System 


The  bond  fund  lost  $10  million 
because  of  mortgage  derivatives. 
Piper  Jaffray  invested  its  own 
assets  to  provide  fund  liquidity. 

$6.25  million  derivatives 
portfolio  plunges  70%  in  value. 

Revealed  that  a  recently- 
dismantled  derivatives  program 
had  cost  their  fund  about  $66 
million. 
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June  1994 


June  6,  1994 


June  8,  1994 


June,  1994 

June  14,  1994 
July  1994 


July  20,  1994 


Florida  Treasurer's 
Office 


International  Family 
Entertainment 


Paine  Webber  Bond 
Mutual  Fund 


Zweig 


CS  First  Boston 


Mound,  Minnesota 


Maple  Grove,  Minnesota 


Andover,  Minnesota 


Metropolitan  Sports 
Facilities  Commission 
(Metronome,  (Twins, 
Vikings)) 

CS  First  Boston 
Investment  Management 


Announced  that  investments 
plunged  by  about  $175  million, 
due  in  part  to  mortgage 
derivatives. 

Pat  Robertson  cable  company 
announced  $2.1  million 
derivative  loss. 

Announced  $33  million  loss 
from  mortgage  backed 
derivatives.    An  investor  suit 
showing  brochure  stating  fund 
would  only  invest  in  AAA  govt, 
bonds  forced  Paine  Webber  to 
reimburse  the  fund. 

Infused  $415,000  in  cash  into  its 
Cash  Fund  to  compensate  for 
derivative  losses. 

Announced  Money  Market  Fund 
loss  because  of  derivatives. 

City  government's  portfolio  lost 
$500,000  due  to  investments  in 
derivatives  made  for  the  city  by 
Piper  Jaffray  Cos. 

Same  as  above,  portfolio  fell 
from  $5  to  $3.8  million. 

Same  as  above,  portfolio  fall 
from  $2  to  $1.6  million. 

Same  as  above,  portfolio  lost 
$1.3  million  of  its  $8  million 
investment. 


Lost  $40  million  on  currency 
derivatives  and  reimbursed  three 
large  institutional  investors. 
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July  25,  1994 


Paine  Webber 


August  8,  1994 
August  12,  1994 

Sept.  1,  1994 

Sept.  2,  1994 
Sept.  8,  1994 

Sept.  9,  1994 

Sept.  10,  1994 


Minnesota  Orchestral 
Association 

Charles  County,  Md. 


Wyoming  Retirement 
System 


City  of  Jackson,  Ohio 


University  of  Minnesota 


State  of  Florida 


Odessa  College 


Week  of  Sept.  12, 
1994 


Gibson  Greetings  Inc. 


1994 


Kidder  Peabody 


Injected  $180  million  into  its 
Short-Term  U.S.  Gov't  securities 
fiind  to  make  up  for  losses 
incurred  through  derivatives 
investments. 

Lost  $2  million  of  its  investment 
portfolio  with  Piper  Jaffray  Cos. 

Reported  a  $1.3  million  loss  in 
county  funds  due  to  derivatives 
investments. 

Reported  paper  losses  of  $15 
million  from  their  derivative 
portfolio  with  Piper  Jaffray. 

Lost  82%  of  $418,852  invested 
in  a  type  of  mortgage  derivative. 

The  university  lost  $13  million 
when  David  Askin's  Granite 
fund  collapsed. 

State  lost  $90  million  through 
derivative  investments  made 
through  Piper  Jaffray. 

Filed  suit  against  its  former 
securities  firm,  Gruntal  &  Co. 
for  $10  million  in  damages. 
College  administrators  contend 
that  their  $22  million  portfolio 
has  lost  half  its  market  value. 

Filed  suit  against  Bankers  Trust 
New  York  Corp.  for  their  $23 
million  loss  in  derivatives. 
Gibson  is  seeking  remuneration 
of  the  loss  and  $50  million  in 
pimitive  damages. 

Purchased  $166  million  in 
derivatives  from  of  its  five 
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November  11, 
1994 


November  30, 
1994 


December  1,  1994 


Tokyo  Securities  Co. 
(Japanese  brokerage) 


Dharmala  (Indonesian 
firm) 


Orange  County,  CA 


1994 


Glaxo  Holdings 


money-market  funds  at  a 
reported  cost  of  $7M. 

Announced  losses  of  $326 
million,  mainly  from 
unauthorized  derivatives  trading 
by  one  of  its  executives 

Announced  potenial  losses  of  $5 
million  in  a  U.S.  interest  rate 
swap  with  Bankers  Trust 

Announced  that  its  $20  billion 
leveraged  portfolio  had  lost  $1.5 
billion  in  value.   The  portfolio 
held  $8.6  billion  in  Fannie  Mae 
debt,  $3.7  billion  in  FHLB  debt, 
and  $3.5  billion  in  other  federal 
agency  debt.    The  County  filed 
for  Chapter  9  Bankruptcy  Code 
protection  on  December  6,  1994 

British  pharmaceutical  giant  lost 
$115  million  through  derivatives 
investments 


1994 


Shoshone  Indian  Tribe, 
Wyoming 


A  1993  multi-million  dollar 
investment  in  mortgage 
derivatives  lost  a  significant 
portion  of  its  value.    The  tribe 
has  registered  a  complaint 
against  the  broker  with  the 
National  Association  of 
Securities  Dealers. 


1994 


Sandusky  County,  Ohio 


Mortgage  derivatives  investments 
in  the  early  1990's  cost  the 
county  over  $5M,  according  to 
Virgil  Swartzlander,  the  county 
treasurer.    The  county's  broker. 
Government  Securities 
Corporation  of  Houston,  has 
agreed  to  reimburse  the  county 
$5.5M. 
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RECEIVED 
DEC  9     1994 

Comminw  on  Banking,  Finance 
A  Urban  Affaire 


m  -f  ^ 


Members  of  the  Legislative  Audit  Committee: 

The  Board  of  Odessa  College  did  not  exercise  proper  oversight  over  the  investment  function.  The 
College  invested  millions  of  dollars  over  a  four-year  period  in  high-risk  derivative  investments 
without  implementing  investment  management  controls.  Developing  the  following  investment 
management  controls  could  have  prevented  the  50  percent  decline  in  the  College's  investment 
portfolio  and  the  loss  of  $3  million  in  public  funds: 

•  developing  a  written  investment  policy 

•  requiring  written  investment  reports  to  allow  for  periodic  monitoring  of  the 
investment  portfolio 

•  establishing  conflict  of  interest  policies  and  requiring  annual  financial  disclosures 
from  key  employees  and  the  Board 

Odessa  College's  investment  cash  flows  have  declined  significantly  as  interest  rates  have  risen  and 
investment  maturities  have  extended.  If  interest  rates  continue  to  rise,  the  College  will  experience 
additional  investment  income  declines. 

This  review  was  conducted  to  disclose  to  the  Legislature  the  circumstances  leading  to  Odessa 
College's  investment  in  derivatives  and  its  subsequent  loss  of  funds.  The  review  was  also  conducted 
to  assist  state  entities  and  political  subdivisions  by  providing  management  control  recommendations 
to  avoid  similar  public  fund  losses. 

We  appreciate  the  assistance  of  Odessa  College's  Board,  management,  and  staff  during  this  review. 

Sincerely, 


Lawrence  F.  Alwin,  CPA 
State  Auditor 


LFA/rmn/cnclosurc 
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Key  Points  Of  Report 


Briefing  Report 
Review  of  Odessa  College  Investments 


December  1994 

Key  Findings 

•  The  Board  of  Odessa  College  did  not  exercise  proper  oversight  over  the 
Investment  function.  The  College  Invested  millions  of  dollars  over  a  four-year 
period  In  high-rtsk  derivative  Investments  without  Implementing  investment 
management  controls.  Developing  the  following  Investment  management 
controls  could  have  prevented  the  50  percent  decline  In  the  College's 
investment  portfolio  and  the  loss  of  $3  million  In  public  funds: 

Developing  a  written  Investment  policy  which  clearty  outlines  the 
College's  liquidity  needs  and  the  Board's  expectations  for  portfolio 
diverslflcotton,  allowable  investments,  allowable  r1sl(  levels,  and 
expected  rotes  of  return 

Requiring  written  Investment  reports  to  allow  for  periodic  monitoring  of 
the  Investment  portfolio 

Establishing  conflict  of  Interest  policies  and  requiring  annual  flnanclal 
disclosures  from  key  emptoyees  and  the  Board 

•  Odessa  College's  Investment  cash  flows  have  declined  signlflcantty  as  interest 
rotes  hove  risen  and  investment  maturities  have  extended. 

•  Odessa  College's  operating  budget  for  fiscal  years  1 994-1995  is  $20  million. 
The  College  employs  333  full-ttme  employees  and  461  part-time  employees. 
The  College  has  an  enrollment  of  4,577  credit  students  and  4,420  non-credit 
students. 


Contact: 

Catherine  A.  Smock,  CPA  (512^79-4775) 


This  review  was  conducted  in  accordance  with  Government  Code,  Section  321.0133.  The 
review  was  undertaken  as  a  result  of  a  legislative  request. 


149 


Executive  Summary 


The  Board  of  Odessa  College  did  not 
exercise  proper  oversight  over  the 
investment  function  by  establishing 
investment  policies  which  addressed  the 
College's  liquidity  needs,  setting  expectations 
for  portfolio  diversification,  and  establishing 
allowable  investments  and  risk  levels,  nor.did 
the  Board  ensure  that  procedures  were 
developed  to  provide  strong  investment 
internal  controls  and  to  provide  for  periodic 
monitoring  of  compliance  with  policies.  The 
Board  also  did  not  ensure  that  the  College  was 
complying  with  state  investment  laws. 

This  helped  to  create  a  situation  where  Odessa 
College's  entire  portfolio  of  $22  million  as  of 
August  31,  1994,  was  comprised  of  the 
higliest  risk  tranches,  or  pieces,  of 
Collateralized  Mortgage  Obligations.  The 
College  was  able  to  make  tremendous  returns 
on  its  investments  during  fiscal  years  1991 
through  1993.  The  returns  on  investments 
ranged  from  $1.5  million  in  1991  to  a  high  of 
$4.3  million  in  1993.  However,  the  nature  of 
these  types  of  Collateralized  Mortgage 
Obligations  make  the  College's  portfolio 
susceptible  to  the  following: 

•  substantial  declines  in  market  price 

•  extending  of  maturity  dates  as  interest 
rates  increase  ("extension  risk") 

•  decreasing  cash  flows  as  interest  rates 
increase 

The  unpredictability  of  principal  and  interest 
cash  flow^  made  these  types  of  investments 
difficult  to  manage  for  budgeting  and  short- 
term  operational  needs. 

Since  January  1994  Odessa's  Coltateralized 
Mortgage  Obligation  portfolio  has  declined 
in  value  by  more  than  50  percent  In 

addition,  the  Odessa  College  District's  taxable 
mineral  valuation  decreased  by  25  percent 
largely  due  to  changes  in  valuation  methods 
prescribed  by  Section  23.175  of  the  Texas  Tax 
Code,  as  amended  by  House  Bill  925, 73rd 


Legislature.  These  two  events,  along  with 
potential  litigation  regarding  Title  IX 
programs,  have  caused  the  College  to  employ 
revenue  raising  and  numerous  cost-cutting 
measures,  including: 

•  issuing  $10.75  million  in  taxable 
bonds 

•  increasing  the  effective  ad  valorem 
tax  rate  by  7.2  percent,  from  $.1851  to 
$.1984 

•  increasing  tuition  by  $4  per  credit 
hour 

•  discontinuing  the  tennis  team 

•  discontinuing  the  men's  track  team 


Summary  Of  Management's 
Responses 

Management  generally  concurs  with  the 
findings  and  reconmiendations  contained  in 
this  report.  They  have  inchided  corrective 
actions  they  have  undertaken  to  implement 
some  of  the  recommendations. 


Summary  Of  Objective  And  Scope 

The  objectives  of  the  review  were  to  disclose 
to  the  Legislature  the  circumstances  leading  to 
Odessa  College's  investment  in  derivatives 
and  its  subsequent  loss  of  fimds.  The  review 
was  also  conducted  to  assist  state  entities  and 
political  subdivisions  by  providing 
management  control  reccmuneiidations  to 
avoid  similar  public  fund  losses. 

The  scope  of  this  review  included 
consideration  of: 

•  the  existence  of  management  controls 

over  the  investment  function 


DECEMBER  1994 
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•xecutive  Summary 


The  Board  of  Odessa  College  did  not 
exercise  proper  oversight  over  the 
investment  function  by  establishing 
investment  policies  which  addressed  the 
College's  liquidity  needs,  setting  expectations 
for  portfolio  diversification,  and  establishing 
allowable  investments  and  risk  levels,  nor  did 
the  Board  ensure  that  procedures  were 
developed  to  provide  strong  investment 
internal  controls  and  to  provide  for  periodic 
monitoring  of  compliance  with  policies.  The 
Board  also  did  not  ensure  that  the  College  was 
complying  with  state  investment  laws. 

This  helped  to  create  a  situation  where  Odessa 
College's  entire  portfolio  of  $22  million  as  of 
August  3 1 ,  1994,  was  comprised  of  the 
highest  risk  tranches,  or  pieces,  of 
Collateralized  Mortgage  Obligations.  The 
College  was  able  to  make  tremendous  returns 
on  its  investments  during  Tiscal  years  1991 
through  1993.  The  returns  on  investments 
ranged  from  $1.5  million  in  1991  to  a  high  of 
$4.3  million  in  1993.  However,  the  nature  of 
these  types  of  Collateralized  Mortgage 
Obligations  make  the  College's  ponfoUo 
susceptible  to  the  following: 

•  substantial  declines  in  market  price 

•  extending  of  maturity  dates  as  interest 
rates  increase  ("extension  risk") 

•  decreasing  cash  flows  as  interest  rates 
increase 

The  unpredictability  of  principal  and  interest 
cash  flows  made  these  types  of  investments 
difficuh  to  manage  for  budgeting  and  short- 
term  operational  needs. 

Since  January  1994  Odessa's  Collateralized 
Mortgage  Obligation  portfolio  has  declined 
in  value  by  more  than  50  percent  In 

addition,  the  Odessa  College  District's  taxable 
mineral  valuation  decreased  by  25  percent 
largely  due  to  changes  in  valuation  methods 
prescribed  by  Section  23. 175  of  the  Texas  Tax 
Code,  as  amended  by  House  Bill  925, 73fd 


Legislature.  These  two  events,  along  with 
potential  litigation  regarding  Title  IX 
programs,  have  caused  the  College  to  employ 
revenue  raising  and  numerous  cost-cutting 
measures,  including: 

•  issuing  $10.75  million  in  taxable 
bonds 

•  increasing  the  effective  ad  valorem 
tax  rate  by  7.2  percent,  from  $.1851  to 
$.1984 

•  increasing  tuition  by  $4  per  credit 
hour 

•  discontinuing  the  tennis  team 

•  discontinuing  the  men's  track  team 


Summary  Of  Management's 
Responses 

Management  generally  concurs  with  the 
findings  and  recommendations  contained  in 
this  report.  They  have  included  corrective 
actions  they  have  undertaken  to  implement 
some  of  the  recommendations. 


Summary  Of  Objective  And  Scope 

The  objectives  of  the  review  were  to  disclose 
to  the  Legislature  the  circumstances  leading  to 
Odessa  College's  investment  in  derivatives 
and  its  subsequent  loss  of  funds.  The  review 
was  also  conducted  to  assist  state  entities  and 
poUtical  subdivisions  by  providing 
management  control  recommendations  to 
avoid  similar  pubUc  fund  losses. 

The  scope  of  this  review  included 
consideration  of: 

•  the  existence  of  management  controls 

over  the  investment  function 
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Executive  Summary 


whether  the  derivative  investments' 
level  of  risk  was  properly  disclosed  to 
the  President  and  the  Board 
the  investment  portfolio's  current 
status 


PAGE  2 
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Mr.  Harrison  Tempest 

Chairman 

ABN  AMRO,  North  America 

135  S.  LaSalle  St.,  Room  340 

Chicago,  IL  60603 

Dear  Mr.  Tempest: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  held  a 
hearing  on  derivatives  losses  on  October  5,  1994.  I  was 
disappointed  that  ABN  AMRO  was  unable  to  accept  an  invitation  to 
testify  at  the  hearing.  However,  in  lieu  of  an  appearance  by  an 
ABN  AMRO  representative,  I  would  appreciate  your  providing 
information  In  writing  to  the  Committee. 

As  you  know,  the  Committee  was  Interested  in  your  testimony 
because  of  recent  press  reports  that  ABN  AMRO  purchased 
approximately  $45  million  worth  of  derivatives  from  its  Rembrandt 
Taxable  Money  Market  Fund  and  Rembrandt  Government  Money  Market 
Fund  to  prevent  the  derivatives  from  causing  a  loss  to  fund 
shareholders.  The  Committee  understands  that  this  purchase  will 
result  in  a  loss  to  ABN  AMRO.  To  assist  the  Committee  in 
understanding  how  derivatives  caused  the  loss,  please  answer  the 
following  questions: 

1.  What  is  the  nature  of  ABN  AMRO's  affiliation  with  the  two 
money  market  funds?  To  whom  and  how  are  the  money  market 
funds  sold? 

2.  What  were  the  circumstances  surrounding  the  derivatives 
losses  suffered  by  the  money  market  funds?  Please 
describe  the  type  and  amount  of  derivatives  that  caused 
the  loss. 


3.  What  have  been  the  effects  of  the  derivatives  losses  on 
the  money  market  fund  and  ABN  AMRO  as  a  whole? 

4.  What  steps  have  you  taken  to  avoid  future  derivatives 
losses? 
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5.  Did  the  SEC  suggest  or  order  the  two  money  market  funds 
to  divest  their  derivatives  holdings? 

6.  Which  ABN  AMRO  affiliate  purchased  the  derivatives  from 
the  money  market  fund? 

7.  Did  you  request  or  receive  permission  from  the  Federal 
Reserve  or  SEC  before  the  purchase? 

8.  Why  did  the  bank  or  affiliate  decide  to  purchase  the 
derivatives? 

9.  What  is  ABN  AMRO's  total  derivatives  exposure?   Have  you 
suffered  any  other  losses  in  your  derivatives  portfolio? 

The  Committee  also  would  be  interested  in  any  additional 
information  you  would  like  to  submit.  Your  response  will  be  made 
a  part  of  the  Committee's  hearing  record. 

Please  provide  the  Committee  with  the  requested  information  no 
later  than  October  17,  1994.  Thank  you  in  advance  for  your 
cooperation.   With  best  wishes. 


B.  Gonz 
Chairman 


HBG: jr 
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ABN-AMRO  North  America,  Inc.      -^(< 


"r^(-^  135  South  LaSalle  Street 

Chicago,  Illinois  60603 
(312)443  2000 


October  21,  1994 

The  Honorable  Henry  B.  Gonzalez  Qnr  a 

Chairman  '  2  ^  /pp^ 

U.S.  House  of  Representatives  gj^.- 

Committee  on  Banking,  Finance  and  '^'^^^'^'snAthnr 

Urban  Affairs  '^'""K* 

2129  Rayburn  House  Office  Building 
Washington,  I>C  20515-6050 

Dear  Mr.  Chairman: 

Following  are  our  answers  to  the  questions  posed  in  your  October  6,  1994  inquiry. 

1.  ABN  AMRO  North  America,  Inc.  (AANA)  is  the  indirect  parent  of  (LaSalle 
Street  Capital  Management,  Ltd.,)  the  investment  adviser  to  the  funds.   The 
funds  are  sold  to  institutional  and  retail  investors  through  banking  and  brokerage 
afTiliates. 

2.  As  a  result  of  the  rapid  rise  in  interest  rates  during  the  first  half  of  1994,  certain 
securities  declined  in  value  and  AANA  purchased  the  securities  from  the  affiliate. 
The  money  market  funds  did  not  sufTer  any  losses. 

The  securities  were  floating  rate  U.S.  agency  notes  that  were  obligations  of  the 
Federal  National  Mortgage  Association,  the  Federal  Home  Mortgage  Corporation, 
and  the  Federal  Home  Loan  Bank.   The  fkinds  held  $15  million  in  each  <k  tiiree 
issues. 

3.  No  losses  were  suffered  by  the  money  market  funds.   The  funds  received  cash 
equal  to  cost  during  a  period  of  rising  interest  rates.   AANA  is  a  holding 
company  and  the  effect  on  earnings  was  considered  to  be  not  material. 

4.  The  adviser  to  the  money  market  funds  will  only  purchase  instruments  that  it 
believes  will  approximate  par  at  reset.   An  additional  approval  process  for  new 
money  market  asset  classes  was  implemented,  including  stress-testing  based  upon 
extreme  market  scenarios. 

5.  No;  AANA  acted  voluntarily  to  protect  the  shareholders  of  the  funds. 
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ABN-AMRO  North  America,  Inc. 


The  Honorable  Henry  B.  Gonzalez 
October  21,  1994 
Page  Two 


6.  AANA  purchased  the  securities  from  the  money  market  funds. 

7.  Yes;  the  SEC  granted  no-action  relief  to  allow  the  affiliated  transactions. 

8.  The  afTiliate  purchased  the  securities  from  the  funds  to  avoid  any  potential 
portfolio  shareholder  loss  on  the  securities. 

9.  The  money  market  funds  had  one  other  similar  security  which  will  mature  in  less 
than  one  year  at  par.  There  have  been  no  other  losses  in  the  portfolios. 

Sincerely, 


Harrison  F.  Tempest 
Chairman  and  CEO 
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Mr.  Charles  E.  Rice 
Chairman  &  C.E.O. 
Barnett  Banks,  Inc. 
50  North  Laura  Street 
Jacksonville,  FL  32202-3638 

Dear  Mr.  Rice: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  held  a 
hearing  on  derivatives  losses  on  October  5,  1994.  I  was 
disappointed  that  Barnett  Banks  was  unable  to  accept  an  invitation 
to  testify  at  the  hearing.  However,  in  lieu  of  an  appearance  by  a 
Barnett  Banks  representative,  I  would  appreciate  your  providing 
information  in  writing  to  the  Committee. 

As  you  know,  the  Committee  was  interested  in  your  testimony 
because  of  recent  press  reports  that  Barnett  Banks  purchased 
approximately  $100  million  worth  of  derivatives  from  its  Emerald 
Prime  Fund  to  prevent  the  derivatives  from  causing  a  loss  to  fund 
shareholders.  The  Committee  understands  that  this  purchase  will 
result  in  a  loss  to  Barnett  Banks.  To  assist  the  Committee  in 
understanding  how  derivatives  caused  the  loss,  please  answer  the 
following  questions: 

1.  What  is  the  nature  of  Barnett  Banks'  affiliation  with  the 
Emerald  Prime  Fund?  To  whom  and  how  is  the  money  market 
fund  sold? 

2.  What  were  the  circumstances  surrounding  the  derivatives 
losses  suffered  by  the  money  market  fund?  Please 
describe  the  type  and  amount  of  derivatives  that  caused 
the  loss. 

3.  What  have  been  the  effects  of  the  derivatives  losses  on 
the  money  market  fund  and  Barnett  Banks  as  a  whole? 

4.  What  steps  have  you  taken  to  avoid  future  .derivatives 
losses? 


Did  the  SEC  suggest  or  order  the  Emerald  Prime  Fund  to 
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divest  its  derivatives  holdings? 

6.  Which  Barnett  Banks  affiliate  purchased  the  derivatives 
from  the  money  market  fund? 

7.  Did  you  request  or  receive  permission  from  the  Federal 
Reserve  or  SEC  before  the  purchase? 

8.  Why  did  the  bank  or  affiliate  decide  to  purchase  the 
derivatives? 

9.  What  is  Barnett  Banks'  total  derivatives  exposure?  Have 
you  suffered  any  other  losses  in  your  derivatives 
portfolio? 

The  Committee  also  would  be  interested  in  any  additional 
information  you  would  like  to  submit.  Your  response  will  be  made 
a  part  of  the  Committee's  hearing  record. 

Please  provide  the  Committee  with  the  requested  information  no 
later  than  October  17,  1994.  Thank  you  in  advance  for  your 
cooperation.   With  best  wishes. 


renry  A.  GonzaS 
Chairman 


HBG: jr 


83-410  0-95-6 
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larnetl 


^b, 


Charles  E.  Rice 

Chairman  and 

Chief  Executive  Officer 


Barnett  Banks,  Inc. 


50  North  Laura  Street 
Post  Office  Box  40789 
Jacksonville,  Florida  32203-0789 
904/791-7425 


October  19,  1994 


Henry  B.  Gonzalez,  Chairman 

U.S.  House  o£  Representatives 

Committee  on  Banking,  Finance  and  Urban  Affairs 

One  Hundred  Third  Congress 

212  9  Raybum  House  Office  Building 

Washington,  D.C.  20515-6050 

Dear  Mr .  Gonzalez : 

I  received  your  letter  of  October  6  and  am  pleased  to 
respond.   Your  questions  were  specific  in  nature  euad  I  will 
answer  in  the  format  you  used. 

1.  What  is  the  nature  of  Barnett 's  affiliation  with  the 
Emerald  Prime  Fund?  To  whom  and  how  is  the  money  market 
fund  sold? 

Barnett  Bsuiks  Trust  Compzmy,  a  subsidiary  of  Barnett 
Banks,  Inc.,  acts  as  the  Investment  Advisor  to  the 
Emerald  Funds,  a  feunily  of  mutual  funds,  of  which  the 
Emerald  Prime  Fund  (a  money  market  fund  which  invests  in 
prime  obligations)  is  a  member.   The  Emerald  Prime  Fund 
is  sold  to  customers  of  Barnett  entities  and  sold 
wholesale  to  other  institutions.   Emerald  Asset 
Management  Corporation,  a  subsidiary  of  Concord  Holding 
Corporation,  is  responsible  for  the  distribution  of  the 
Fund. 

2.  What  were  the  circumstances  surrounding  the  derivatives 
losses  suffered  by  the  money  market  fund?   Please 
describe  the  type  and  amount  of  derivatives  that  caused 
the  loss. 


Barnett  does  not  consider  the  securities  in  question 
"derivatives".   The  securities  in  question  have 
historically  been  called  "floating  rate  securities", 
which  means  that  they  possess  a  fixed  maturity  with 
their  interest  rate  floating  (changing)  monthly  based  on 
the  change  of  a  specific  index. 
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Henry  B.  Gonzalez  -2-  October  19,  1994 

'"he  specific  securities  are: 

Issue  1 

$50  Million    Federal  National  Mortgage  Assn 
Medium  Term  Note 

Coupon  at  Time  of  Sale:  3.07  9% 

Issue  date:  09/30/92 

Maturity  date:  09/30/97 

Percent  of  Portfolio:  3.9% 

Index:     COFI  (Fed  11th  District 
Cost  of  Funds) 
Monthly  Coupon  Reset/Quarterly  Interest  Payment 

Issue  2 

$50  Million    Federal  National  Mortgage  Assn 
Medium  Term  Note 

Coupon  at  Time  of  Sale  5.185% 

^  Issue  date:  01/28/93 

Maturity  date:  01/28/98 

Percent  of  Portfolio:  3.9% 

Index;     10  Year  CMT  (Constant 
Maturity  Treasury) 
Monthly  Coupon  Reset/Semi -Annual  Interest  Payment 

In  December  of  1993  the  SEC  issued  proposed  changes  to 
2a-7  regulations  (regulations  governing  money  market 
funds)  which  would  no  longer  permit  purchase  of  certain 
types  of  floating  rate  securities  by  money  market  funds, 
including  the  two  issues  listed  above.   These 
instruments  were  within  SEC  guidelines  when  originally 
purchased.   When  the  Broker  bids  started  to  decline 
after  the  SEC's  proposed  changes,  we  decided  to  take  the 
conservative  approach  for  our  Prime  Fund  shareholders  by 
having  the  two  securities  sold  to  Barnett  Banks,  Inc.  at 
cimortized  cost.   The  Emerald  Prime  Fund  was  not 
experiencing  liquidity  problems  and  did  not  break  the 
$1.00  net  asset  value. 

3.    What  have  been  the  effects  of  the  derivatives  losses  on 
the  money  market  fund  and  Barnett  Banks  as  a  whole? 

There  was  no  loss  to  the  shareholders  of  the  Prime  Fund. 
Barnett  Banks,  Inc.  recorded  an  unrealized  reduction  in 
shareholders'  equity  in  the  amount  of  $4.5  million 
dollars  at  the  time  of  the  transaction  which  was  the 
difference  between  the  broker  bids  and  the  amortized 
cost  of  the  securities.   As  U.S.  Agency  securities, 
these  instruments  will  pay  par  at  maturity.   The  $4.5 
million  reduction  to  Barnett' s  capitaX^ill  be  regained 
at  the  time  these  instruments  mature.   \ 


160 


Henry  B.  Gonzalez  -3-  October  19,  1994 


4.  What  steps  have  you  taken  to  avoid  future  derivatives 
losses? 

In  addition  to  screening  the  portfolio  to  ensure  that 
all  floating  rate  securities  held  by  the  Prime  Fund  meet 
all  current  and  proposed  SEC  Regulations,  Barnett  Banks 
Trust  Company  has  modified  its'  investment  policy.   This 
policy  change  will  minimize  the  price  volatility  in  the 
Fund  beyond  the  new  requirements  of  the  SEC. 

5 .  Did  the  SEC  suggest  or  order  the  Emerald  Prime  Fund  to 
divest  its  derivatives  holdings? 

No. 

6.  Which  Barnett  Banks  affiliate  purchased  the  derivatives 
from  the  money  market  fund? 

The  holding  company,  Barnett  Banks  Inc.,  purchased  the 
floating  rate  securities  from  the  Prime  Fund. 

7.  Did  you  request  or  receive  permission  from  the  Federal 
Reserve  or  SEC  before  the  purchase? 

Permission  was  both  requested  and  received  from  the  SEC 
before  the  transaction  between  the  Prime  Fund  and 
Barnett  was  completed. 

8.  Why  did  the  bank  or  affiliate  decide  to  purchase  the 
derivatives? 

The  decision  to  purchase  the  securities  resulted  from 
the  SEC's  proposed  changes  and  the  fact  that  Broker  bids 
were  declining  for  these  securities. 

9.  What  is  Barnett  Banks'  total  derivatives  exposure?   Have 
you  suffered  any  other  losses  in  your  derivatives 
portfolio? 

At  Barnett  we  define  derivatives  as  off-balance  sheet 
instruments  that  do  not  entail  the  exchange  of  principal 
but  derive  their  values  from  stated  notional  cunounts. 
The  most  common  form  of  this  type  of  derivative  is 
interest  rate  swaps.   Others  include  futures,  options 
and  forwards . 


161 


Henry  B.  Gonzalez  -4-  October  19,  1994 

As  of  9/30/94  Barnett'a  derivatives  positions  are  as 
follows: 

For  Customers       $   207,598,044 
For  Hedging  2.267.400.000 

Total  Derivatives    $2,474,998,044 

We  have  not  suffered  any  losses  on  our  derivatives 
activities.   As  indicated  in  our  amswer  to  question 
number  four,  our  Emerald  Funds  no  longer  contain  any  of 
the  securities  defined  by  the  SEC  as  inappropriate  for 
money  funds . 

I  hope  this  information  is  helpful  and  answers  your 
questions. 

Sincerely, 


Sincerely,  y-^ 

0u~  f .  y. 


CER/sa 
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Fleet  Financial  Group 

James  p.  Murphy  September  27,  1994 

fxecuKve  Vice  PmsKtent  "^ 


The  Honorable  Heniy  B.  Gonzalez 
United  States  House  of  Representatives 
2413  Raybura  House  OfGce  Building 
Washington,  DC    20515 

Dear  Mr.  Chairman: 

I  appreciate  your  invitation  to  participate  on  behalf  of  Fleet  Financial  Group  in 
the  hearing  you  have  scheduled  in  your  Banking  Committee  for  October  5,  1994, 
concerning  the  regulation  of  financial  instruments  known  as  derivatives.    We  agree 
that  this  is  an  important  subject,  but  for  the  reasons  set  forth  below  we  do  not 
beUeve  we  could  contribute  in  a  substantial  way  to  your  hearing  by  appearing  as  a 
witness.    However,  we  are  pleased  to  provide  you  with  the  following  information. 

Fleet's  participation  in  the  derivatives  market  is  modest  as  it  does  not  have 
substantial  holdings  of  derivatives  as  hedging  instnmients,  and,  relative  to  other 
institutions  of  similar  size,  does  not  hold  large  amounts  of  derivatives  on  account  of 
customers.    Your  interest  in  Fleet's  activities  may  have  been  sparked  by  press  reports 
of  a  small  infusion  of  capital  from  our  holding  company  to  our  investment  advisory 
subsidiary.  Fleet  Investment  Advisors  (FIA),  that  resulted  from  a  sale  of  a  certain 
type  of  derivative  securities,  called  structured  notes,  at  below  book  value.    As 
explained  in  the  attached  memorandum,  this  transaction  resulted  from  a  revised  SEC 
poUcy  regarding  investments  by  mutual  funds. 

We  hope  the  foregoing  information  will  be  helpful  to  you  as  you  prepare  for 
the  October  5  hearing.    In  that  regard,  please  feel  fi-ee  to  make  my  letter  and 
attached  memorandum  a  part  of  the  official  record  for  the  hearing. 

Let  me  conclude,  Mr.  Chairman,  by  telling  you  how  much  we  at  Fleet 
appreciated  the  chance  to  work  with  you  and  your  Committee,  as  well  as  your  staff, 
during  the  103rd  Congress  on  a  wide  range  of  issues.    We  commend  you  on  the 
outstanding  record  that  the  Congress  and  the  House  Banking  Committee  has  achieved 
under  your  leadership  as  evidenced  by  the  enactment  of  the  community  development 
banking  and  interstate  banking  and  branching  bills  with  their  strong  consumer 
provisions.    All  of  us  at  Fleet  look  forward  to  working  with  you  and  your  Committee 
in  the  104th  Congress  as  you  address  other  important  financial  services  issues. 


James  P.  Murphy 


Fleet  Financial  Group.  Inc.    56  East  42  Street.  New  York.  New  York  1001 7    212-90T-502S  / Fax  212-907-5615 
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MEMORANDUM 

Re:  Fleet  Investment  Advisors  -  Galaxy  Mutual  Funds 

In  July  1994  an  SEC  regulated  subsidiary  of  Fleet  National  Bank,  known  as 
Fleet  Investment  Advisors  (FLA),  which  serves  as  the  investment  advisor  to  the  Galaxy 
Family  of  Mutual  Funds,  contributed  approximately  $5  million  to  the  Funds^  in  order 
to  restore  shareholder  value  to  its  normal  level.    This  was  necessitated  by  the  sale  of 
certain  types  of  derivative  securities  held  by  the  Funds,  known  as  structured  notes,  on 
the  open  mzirket  at  below  their  book  value.    Based  on  revised  SEC  policy,  rather 
than  inherent  problems  with  the  notes  themselves,  FLA  had  concluded  that  it  was 
prudent  to  conduct  an  orderly  sale  of  these  securities-even  at  a  loss.    The  following 
is  a  summary  of  how  this  came  about. 

FIA's  advisory  activities  are  limited  to  investment  management  for  customers 
and  it  does  not  act  for  its  own  account  or  any  Fleet  affiliates.    Prior  to  promulgation 
of  new  SEC  guidance  on  variable  rate  securities,  FLA  purchased  a  variety  of 
government  agency  instruments  with  fluctuating  interest  rates.    These  variable-rate 
notes  are  a  type  of  derivative  instrument  commonly  known  as  structured  notes.    The 
interest  rates  on  the  notes  are  determined  by  reference  to  ein  index,  and  at  a  set  time 
(usually  quarterly)  the  rates  are  "reset".    At  the  reset  date,  it  is  possible  that  the  rate 
may  lag  behind  prevailing  interest  rates,  although  the  principal  of  these  investments  is 
quite  secure. 

Late  in  1992,  the  SEC  expressed  concern  that  such  investments  were  potentially 
inappropriate  investments  for  mutual  funds.    FLA  reviewed  its  portfolio  and  sold-off 
certain  of  the  structured  notes.    Other  structured  notes  were  retained  on  the  theory 
that  they  were  not  of  the  type  described  by  the  SEC  as  potentially  inappropriate. 
However,  due  to  rising  interest  rates  in  the  Winter  of  1993  through  Spring  1994,  the 
actual  market  values  of  the  retained  structured  notes  declined  below  book  value. 

FLA  informed  both  the  Board  of  Trustees  of  the  Galaxy  Funds  and  the  SEC, 
and  then  disposed  of  all  the  remaining  structured  notes  held  by  the  funds.    Because 
this  sale  was  below  book,  the  Funds  received  a  capital  contribution  from  FLA  of 
approximately  $5  million  in  cash  to  restore  the  market  value  of  each  money  fund  to 
its  normal  $1  per  share  level.    These  were  not  insured  funds.    FLA  no  longer  holds 
structured  notes  of  the  type  described  by  the  SEC  as  being  potentially  inappropriate. 

September  27,  1994 


^         The  parent  company.  Fleet  Financial  Group,  Inc.,  paid  FLA  the  amount  of 
FIA's  expense  ($3  million  on  a  post-tax  basis)  through  a  capital  infusion  so  that  FIA's 
balance  sheet  was  not  affected  by  the  transaction,  notwithstanding  the  fact  that  FLA  is 
projected  to  earn  in  excess  of  $30  million  or  1994. 
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Mr.  B.  Kenneth  West 
Chairman  and  C.E.O. 
Harris  Bankcorp,  Inc. 
Ill  West  Monroe  St. 
Chicago,  IL   60603 

Dear  Mr.  West: 

The  Conunittee  on  Banking,  Finance  and  Urban  Affairs  held  a 
hearing  on  derivatives  losses  on  October  5,  1994.  I  was 
disappointed  that  Harris  Bankcorp  was  unable  to  accept  an 
invitation  to  testify  at  the  hearing.  However,  in  lieu  of  an 
appearance  by  a  Harris  Bankcorp  representative,  I  would  appreciate 
your  providing  information  in  writing  to  the  Committee. 

As  you  know,  the  Committee  was  interested  in  your  testimony 
because  of  recent  press  reports  that  Harris  Trust  and  Savings  Bank, 
a  subsidiary  of  Harris  Bankcorp,  suffered  approximately  $33  million 
in  losses  from  its  Investments  in  derivatives.  To  assist  the 
Committee  in  understanding  how  derivatives  caused  the  loss,  please 
answer  the  following  questions: 

1.  What  were  the  circumstances  surrounding  the  derivatives 
losses?  Please  describe  the  type  and  amount  of 
derivatives  that  caused  the  loss. 

3.  What  have  been  the  effects  of  the  derivatives  losses  on 
Harris  Trust  and  Savings  Bank  and  Harris  Bankcorp? 

3.  What  steps  have  you  taken  to  avoid  future  derivatives 
losses? 

4.  What  is  Harris  Bankcorp's  total  derivatives  exposure? 
Have  you  suffered  any  other  losses  in  your  derivatives 
portfolio? 

Ths  Couiittee  also  would  be  interested  in  any  additional 
inforaation  you  would  like  to  submit.  Your  response  will  be  made 
a  part  of  the  Comittee's  hearing  record. 
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Please  provide  the  Conunlttee  with  the  requested  information  no 
later  than  October  17,  1994.  Thank  you  in  advance  for  your 
cooperation.   With  best  wishes. 


HBG: jr 
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Donald  S.  Hunt 

PrwiMnt 


B 


HARRIS 
BANKCORP 


October  24,  1994 


Dear  Chairman  Gonzalez: 

We  are  pleased  to  respond  to  your  letter  dated  October  6, 
1994. 

The  derivatives  loss  affecting  Harris  Bank  occurred  in  its 
Secxirities  Lending  Unit.  In  the  securities  lending  business, 
customers  lend  their  stocks  and  bonds  through  Harris  to 
brokerage  firms.  Harris  receives  cash  collateral  from  the 
brokers  which  it  invests  on  behalf  of  its  clients,  Harris  has 
been  in  this  business  since  1981. 

Harris  had  been  investing  a  portion  of  the  cash  collateral  in 
mortgage-backed  securities  since  1991.  These  securities  took 
the  form  of  AAA-rated  collateralized  mortgage  obligations, 
floating  at  1/2  of  1%  over  LIBOR  and  wiA  interest  rate  caps. 
These  mortgage-backed  securities  in  customer  cash  collateral 
accounts  proved  to  be  unsuitable  investments.  The  sharp 
increase  in  interest  rates  in  the  spring  extended  the  expected 
maturity  of  the  securities,  highlighting  their  incompatibility 
with  the  fundamental  short-term  nature  of  these  customer 
accounts. 

As  a  result,  we  made  the  business  decision  to  remove  the 
mortgage-backed  securities  (approximately  $1.5  billion)  from 
our  customers'  accounts  and  absorb  the  market  value  loss. 


Hirrls  Sankeorp,  Inc.        111  Wut  Monro*  Sintt       Chieigo.  Illinois  G0603 
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Page  Two 


The  impact  was  a  $33  million  after-tax  charge  to  second 
quarter  earnings,  which  reduced  Harris  Bankcorp's  net  profit 
for  that  quarter  to  approximately  $500,000.  While  the  loss 
was  regrettable,  Harris  remains  well  capitalized  and 
financially  strong. 

As  a  result  of  this  incident,  we  have  conducted  a 
comprehensive  review  of  our  risk  management  control 
policies  and  procedures  in  this  area,  which  has  confirmed  that 
this  was  an  isolated  incident. 

With  respect  to  Harris  Bankcorp's  derivative  exposures,  please 
reference  the  attached  relevant  excerpts  from  our  1993  Form 
10-K  filed  with  the  Securities  and  Exchange  Commission. 
Our  current  exposures  are  not  significantly  different  than 
those  depicted  in  the  10-K.  Other  than  the  securities  lending 
loss,  we  have  not  incurred  any  significant  losses  in  our  trading 
activities,  nor  have  we  incurred  any  significant  net  losses  in 
connection  with  our  hedging  activities. 

We  trust  that  this  information  is  helpful  in  your  committee 
deliberations. 

Sincerely, 


QfPliAl^l^iJi^ 


The  Honorable  Henry  B.  Gonzalez 

Chairman 

Committee  on  Banking,  Finance  and  Urban  Affairs 

U.S.  House  of  Representatives 

2129  Raybura  House  Office  Building 

WasjomgQ)m.  D/C/  20515-6050 


(Mark  One) 


[] 
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Securities  And  Exchange  Commission 

Waihington,D.C.  20549 

1993 
Form  10-K 

Annual  Report  Pursuant  To  Section  13  or  15(d)  of 

The  SECURmEs  Exchange  Act  of  1934 

[Fee  Required] 

For  the  faeal-yiear  «ndtd  Dectflibef  31, 1W3 Commuiion  file  number  0-18179 

OR 

Transition  Report  Pursuant  to  Section  13  or  15(d) 

OF  the  Securities  Exchange  Act  of  1934 

[No  Fee  Required] 

Harris  Bankcorp,  Inc, 

(Exact  nam*  of  regiitrant  M  •p«eified  in  io  charter) 

Delaware  36-2722782 


(State  or  other  jurisdiction  of  incorporation  (LR.S.  Employer  Identification  No.) 

or  organization) 

111  West  Monroe  Street,  Chicago,  Illinois  60603 


(Addrau  of  principal  exacutiveoffieM)  (SpCoda) 

312/461-2121 

(Registrant's  telephone  number,  including  area  code) 
Securities  regiitered  pursuant  to  Section  12(b)  of  the  Ace 

None 

Securities  regisixred  pursuant  to  Section  12(g)  of  the  Ace 
Common  Stock,  $8  par  value  per  share 

Indicate  by  check  mark  whether  the  re^strant  (1)  has  Hied  all  reports  required  to  be  filed  by  Section  13  or 
15(d)  of  the  Securities  Exchange  Act  of  1934  during  the  preceding  12  months  (or  for  such  shorter  period  that 
the  registrant  was  required  to  file  such  reports)  and  (2)  has  been  subject  to  such  filing  reqturenxents  for  the 
past  90  days.  Yes    r       No 

Indicate  by  check  mark  if  disclosure  of  delinquent  filers  pursuant  to  Item  405  of  Regulation  S-K'is  not  con- 
tained herein,  and  will  not  be  contained,  to  the  best  of  registrant's  knowledge,  in  definitive  proxy  or 
information  statements  incorporated  by  reference  in  Part  III  of  this  Form  10-K  or  any  amendment  to  this 
Form  10-K.  [•] 

All  voting  stock  (6,667,490  shares  of  Common  Stock,  $8  par  value)  is  owned  by  Bankmont  Financial  Corp.  as 
a  result  of  the  September  4,  1984  merger  between  Harris  Bankcorp,  Inc.  ana  Bank  of  Montreal.  Bankmont 
Financial  Corp.  is  a  whoUy-owned  Delaware  subsidiary  of  Bank  of  Montreal. 

Documents  incorporated  by  reference: 

None 


169 


(Management 
SudlMry 

In  a  coJhmercial  bulking  cnwotimcnt,  corpurxtc  personnel  mujt identify,  quantify,  e»iluite «nd  maoige  the  risks  inherent) 
its  busine«Si  product  lines  and  other  activities.  The  Corporation,  through  its  risk  management  activities,  strives  to  divpfsify 
these  risks,  av^ concentrations  and  earn  returns  commensurate  with  risks  taken.  The  Corporation's  risk  man»gerae;»f  activi- 
des  include  contu!«pus  monitoring  and  review  of  the  following  four  main  categories  of  risk;  I)  risks  inherent  in  ejrrang  assets, 
including  aedit  and  ihwrest  rate  risks  associated  with  loans,  securities  and  money  market  assets;  2)  risks  stemjufcg  from  com- 
mitments and  contingcni^s,  including  default  and  fundmg  risks  associated  with  letters  of  credit  and  cotnmrKcd  loan  facilities; 
3)  risks  of  executory  eontraic,  including  interest  rate  and  currency  rate  and  settlement  risks  associateii^th  rate  guarantees, 
swaps,  foreign  exchange  and  «4i"S  activities;  and  4)  risks  of  various  operating  and  clearing  setYJ«S;  including  credit  risks 
associated  with  participation  in  psys^nt  mechanisms,  securities  clearing  and  cash  management  aefivities. 

The  Corporation  monitors  m^c  risks  by  customer,  business  and  product  line,  with  results  reviewed  by  internal 
nunagement  and  the  Boaid  of  DirectorsSQustomer  credit  risk  is  managed  by  an  icdeprfidBnt  internal  loan  review  process, 
which  also  reviews  the  adequacy  of  collateraJss^mpliance  with  legal  constraints,  an^/Qocumentation  arrangements.  Business 
and  product  line  risks  are  evaluated  by  managenW,  which  esublishes  formal  poli««s,  sets  risk/returc  parameters  and  reviews 
performance  versus  objectives.  Management  believe^hat  effective  policies,  pjfj^ures,  monitoring  and  review  systems  are  in 
place  to  determine  that  major  risk  elements  are  thorou^kjv  and  effectively^analyzed,  risk  is  well  diversified  and  compensation 
for  risk  is  appropriately  established  and  meets  return  objecb<(cs. 

The  level  of  credit  risk  inherent  in  the  CorporationVcarjjifig  assets  is  evidenced,  in  part,  by  nonperforming  assets 
consisting  of  loans  placed  on  nofuccrual  sucus  when  coUection/W^nterest  is  doubtfjl,  restructured  loans  on  which  interest  is 
being  accrued  but  which  have  terms  that  have  been  rcncgofirfted  to  p(;o\'ide  for  a  reduction  of  interest  or  principal,  and  real 
estate  or  other  assets  which  have  been  acquired  in  full  orflicuii  settlemch;of  defaulted  loans.  These  assets,  as  a  group,  are  not 
earning  at  rates  comparable  to  other  earning  assets.  A«^ts  received  in  satisftsrion  of  debt  arc  recorded  by  the  Corporation  i' 
lower  of  cosr  or  fair  value.  Losses  of  principal  ojv^nperformmg  assets  arc  clanged  off  when,  in  management's  opinion,  the 
amounts  are  uncollectible.  Interest  on  nonaccilial  loans  is  recognized  as  income  wdy  at  the  time  cash  is  received,  although 
such  interest  may  be  applied  to  reduce  i^ia'i  carrying  value  if  the  collectibihty  oi,principa]  is  in  doubt.  Information  is 
reported  monthly  to  the  Board  of  Dweaors  regarding  restructured  loans,  cash-basis  \oisa  and  other  nonperforming  assets 
owned,  primarily  real  estate. 

Management  places  anjrfdividual  commercial  or  real  estate  credit  on  nonaccrual  sutus  wl^en  the  collection  of  interest 
is  doubtful  or  when  princiMj^r  interest  is  90  days  past  due  unless  the  past  due  amoimts  ire  in  proems  of  collection  and  the 
loan  is  adequately  collawj«iZcd.  Consumer  loans,  including  charge  card  receivables,  are  charged  oft  wli^n  ISO  days  past  due. 
Such  loans  are  not  normally  placed  on  nonaccrual  status. 

In  addition  to  risks  on  earning  assets,  the  Corporation  has  various  commitments  and  contingent  liabilni^  outstanding 
that  are  not  reftKtcd  on  its  Statement  of  Condition.  Examples  of  these  "off -balance-sheet"  items  include  foreign  «^ange  and 
interest  raje^ontracts,  assets  held  in  trust,  loan  commitments  and  letters  of  credit.  Virtually  all  off-balance-sheet  itetjjs  must 
eonforjHTo  the  same  risk  review  process  as  loans  and  are  subject  to  the  Corporation's  preset  limits  on  customer  and  prb^uct 
risk/Various  hedging  strategics  are  employed  to  reduce  certain  types  of  exposure.  Management  reviews  the  magnitude  i 
liality  of  outstanding  commitments  and  contingent  liabilities. 

Derivatives 

The  Corporation  is  a  dealer  in  a  variety  of  interest  rate  derivative  products  including  swaps,  forward  rate  agreements,  and 
interest  rate  guarantees.  By  entering  into  contracts  as  a  counterparty  to  customer  trataactions,  the  Corporation  se.-ves  cus- 
tomers seeking  to  maiuge  their  interest  rate  risk.  Additionally,  the  Corporation  may  tise  these  products  for  its  own  account. 

Interest  rate  contracts  may  create  exposure  to  both  credit  and  market  risk.  Replacement  risk,  the  primary  component 
of  credit  risk  for  these  products,  is  defined  as  the  risk  of  loss  when  a  counterparty  defaults  following  unfavorable  market 
movements  and  is  measured  as  the  cost  of  replacing  these  contracts  at  current  market  rates.  The  Corporation  manages  credit 
risk  by  establishing  credit  litruts  for  customers  and  products  through  an  independent  credit  review  process  and  continually 
monitoring  exposure  against  those  limitf .  In  addition,  credit  risk  is  mitigated  by  the  existence  of  master  netting  agreements 
which  provide  for  netting,  across  products,  of  contractual  receivables  and  payables  in  the  event  of  default  or,  bankruptcy. 
Market  risk  is  managed  by  entering  into  offsetting  positions,  by  monitoring  potential  price  behavior  given  market  changes,  by 
establishing  limits  for  exposure  and  by  hedging  with  exchange  or  over-the-counter  derivatives. 

The  Corporation  is  also  a  dealer  in  foreign  exchange,  having  a  significant  presence  in  the  marketplace.  Foreign 
exchange  contracts  may  create  exposure  to  market  risk  and  credit  risk,  including  replacement  risk  and  settlement  risk.  Credit 
risk  is  managed  by  establishing  limits  for  customers  through  an  independent  credit  approval  process  and  continually  monitor- 
ing exposure  against  those  limits.  In  addition,  both  settlement  and  replacement  risk  is  reduced  through  legally  binding  netting 
by  novidon.  Market  risk  is  managed  through  exposure  limits  established  by  currency,  entering  into  offsetting  positions,  and 
the  careful  monitoring  of  price  behavior.  Dealer  risk-related  activities  are  monitored  by  senior  management. 
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The  f»ir  values  of  denund  deposiu,  lavingi  iccounn,  interest  checking  deposits,  ind  money  market  accounts  wej. 
the  tmounu  payable  on  demand  at  the  reporting  date,  or  the  carrying  amounts.  The  fair  value  of  time  deposits  was  est^aited 
ij^g  a  discounted  cash  flow  calculation  with  current  market  rates  offered  by  the  Corporation  as  diieount  rates. 

The  fair  value  of  long-term  notes  was  determined  using  a  discounted  cash  flow  calculation  with  currepe'rates  avail- 
able to  tfi«;Corporaaon  for  similar  debt  as  discount  rates. 

Th#\«imaied  fair  values  of  the  Corporation's  on-balance-sheet  financial  iimruments  at  Decemt>^r  31,  1993  are  pre- 
sented in  the  folhwfing  table.  See  Note  8  for  the  estimated  fair  values  of  off-balance-sheet  financial  in^tilirnents. 


tin  thointiii-fl "S. Dpemhrtli 

Aitets 

Cash  and  demand  balances  due  from  banks.. 
Money  market  usets: 

Interest-bearing  deposits  at  banks. 

Federal  fundi  sold  and  securities  purchased  under  af^^tqient  to  resell 
Portfolio  securitiei: 

At  cost 

At  lower  of  cost  or  market 

Available  for  sale 

Trading  account  assets 

Loatis,  net  of  unearned  income  and  allowance  for  poitihle^edii  lotiet .. 
Customers'  liability  on  ^Keptances . 

Total  on-balance-chcet  financial  assets .. 

Liabilities 

Deposits.' 

Demand  deposits 

Time  deposits    ... 
FedcriJ  funds  purchased  u^ccuritiei  said  under  agreement  to  repurchase 

Commercial  papcx  ouwMnding 

Other  short-term  hprfowings .. 
Acceptances  oujttaiiding. 
Long-term jjafes  , 

TgeOan-balance-shect  finanelsl  liabilities 


Cxrrymg 


%  i,yi,»9l   $  1,132,891    i  1,361,388    S   1,361,388 


527,480 
502,530 

747,220 

2,423,295 
50,061 

7,572,281 
58,399 


fm 


527,480 
502,530 

797,524 

2,423,295 
50,061 

7,594,049 
58j399 


932,875 
212,946 

2,523,029 
52,506 

44,634 
6,952,738 
62,652 


932.876 
212,946 

2,620,766 
54,625 

44,684 
6,990,010 
62,652 


513,086,229    S12,142,818     512.279,946 


6.072,629 

3,303,242 

1.861,061 

326,268 

459,192 

58,798 

298,681 


6.0> 

3,; 

1,861,061' 

326,268 

459,192 

58,798 

340.449 


5,427,114 
3,349,620 
J,916,619 
M7,145 
3?SD97 

62,6% 
298,813' 


3,427,114 

3,382,822 

1,916,619 

287,145 

321,097 

62,652 

320,932 


$12,379,871    $12,445,680    $11,663,060 


f^htf;  S200  miiiton  ofiong'Urwi  wr«  luvt  hem  nstritcturcd  ts  flottifig  ratri  at  of  Jaunty  /,  1994.  Thefdtr  vaUu  ohhgttionfor  Ung-term  noifj  M  )far.cnd  1992 
wouid  hdv  e  ^e€n  tppnxtmAUhf  Sit 9  million  bad  tJris  reicructuring  ^etrt  m  cffta  di  that  ame. 

8.  Financial  Instruments  With  Off-Balance-Shcct  Risk 

The  Corporation  utilizes  various  financial  instruments  with  off-balance-sheet  risk  in  the  normal  course  of  btisiness  to  a)  meet 
iu  customers'  financing  and  risk  management  needs,  b)  reduce  its  own  risk  exposure,  and  c)  produce  fee  income  and  trading 
profits.  The  Corporation's  major  categories  of  financial  instruments  with  off-balance-shcet  risk  include  credit  facilities,  interest 
ntc  and  foreign  exchange  contracts,  and  various  securities-related  activities.  Fair  values  of  off-balance-sheet  instruments  were 
based  on  fees  currently  charged  to  enter  into  similar  agreements  market  prices  of  comparable  instruments,  pricing  models 
using  year-end  rates  and  counterparty  credit  ratings. 

Credit  facilities 

Credit  facilities  with  off-balance-sheet  risk  include  commitments  to  extend  credit,  standby  letters  of  credit  and  commercial 
letters  of  credit. 

Commitments  to  extend  credit  are  contractual  agreements  to  lend  to  a  customer  as  long  as  contract  terms  have  been 
met.  They  generally  require  payment  of  a  fee  and  have  fixed  expiration  dates-  The  Corporation's  commitments  serve  both 
business  and  Individual  customer  needs,  and  include  commercial  loan  commitments,  credit  card  lines,  home  e.9uity  lines,  com- 
mercial real  estate  loan  commitments  and  mortgage  loan  commitments.  The  Corporation's  maximum  risk  of  accounting  loss  is 
represented  by  the  total  contractual  amount  of  commitments  which  was  $6.12  billion  and  $6.15  billion  at  December  31,  1993 
and  1992,  respectively.  Since  only  a  portion  of  commitments  will  ultimately  be  drawn  down,  the  Corporation  does  not  expect 
to  provide  funds  for  the  total  contractual  amount.  Risks  associated  with  certain  commilracnts  are  reduced  by  participations  to 
third  parties,  which  at  December  31, 1993,  totaled  $303  million  and  at  December  31, 1992,  touled  $527  nullion. 

Standby  letters  of  credit  are  unconditional  commitments  which  guarantee  the  obligation  of  a  customer  to  a  third 
party  should  that  customer  default.  They  arc  issued  to  support  financial  and  performance-related  obligations  including  bro- 
kers' margin  maintenance,  industrial  revenue  bond  repayment,  debt  repayment,  construction  contract  performance  and  trade 
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tgreement  performanc*.  The  Corporttion'j  maximum  risk  of  iceounting  loss  for  these  itemi  is  represented  by  the  toul\ 
imount  outstanding  of  $1^96  million  »t  December  31,  199}  snd  $99J  million  «  December  31,  1992.  Risks  asoeuited  witk.'"" 
standby  letters  of  credit  are  reduced  by  participations  to  third  patties  which  totaled  $89  million  at  Deccmbei  31, 1993  and  $40' 
million  at  December  31, 1992. 

Commercial  letters  of  credit  are  commitments  to  malte  payments  on  behalf  of  customers  when  letter  of  credit  terms 
have  been  met.  Maximum  nsls  of  accounting  loss  is  represented  by  total  commercial  letters  of  credit  outstanding  of  $123  mil- 
lion at  December  31, 1993  and  $112  million  at  December  31, 1992. 

Credit  risks  associated  with  all  of  these  facilities  are  mitigated  by  reviewing  customers'  creditworthiness  on  a  case- 
by-case  basis,  obtaining  collateral,  liTniring  loans  to  individual  borrowers,  setting  restrictions  on  long-duration  raatunties  and 
establishing  stringent  covenant  terms  outlining  performance  expectations  which,  if  not  met,  may  cause  the  Corporation  to  ter- 
minate the  contract.  Credit  risics  are  further  mitigsted  by  monitoring  and  maintaining  portfolios  that  are  well  diversified. 

CoUtiteral  is  required  to  support  certain  of  these  credit  facilities  when  they  are  drawn  down  and  may  Include  equity 
and  debt  securities,  commodities,  inventories,  receivables,  certificates  of  deposit,  saving!  instruments,  fixed  assets,  real  esute,  life 
insurance  policies  and  seats  on  national  or  regional  exchanges.  Requirements  are  based  upon  the  risk  inherent  ji  the  credit  and 
are  more  stringent  for  firms  and  individuals  -vith  greater  default  risks.  The  Corporation  monitors  collateral  values  and  appro- 
priately perfects  its  security  interest.  Periodic  evaluations  of  collateral  adequacy  arc  performed  by  Corporauon  personnel. 

The  fair  value  of  credit  faciliaes  is  approximately  equal  to  their  carrying  vabe  of  $11.5  million  at  December  31, 1993  and 
$13.1  million  at  December  31, 1991 

Interest  rate  and  foreign  exchange  contracts 

Interest  rate  contracts  include  futures  contracts,  forward  rate  agreements,  option  contracts,  guarantees  (caps,  floors  and  col- 
lars) and  swaps.  These  contracts  are  entered  into  by  the  Corporation  to  manage  its  own  interest  rate  risk,  to  serve  customers 
seeking  interest  rate  risk  management  and  for  trading  opportunities. 

Futures  and  forward  contracts  arc  agreements  in  which  the  Corporation  is  obligated  to  make  or  take  delivery,  at  a 
specified  future  date,  of  a  specified  instrument,  at  a  specified  price  or  yield.  Forward  rate  agreements  are  arrangements 
between  two  parties  to  exchange  amounts,  at  a  specified  future  date,  based  on  the  difference  between  an  agreed  upon  interest 
rate  and  a  reference  rate  applied  to  a  notiotial  principal  amount.  These  agreements  enable  purchasers  and  sellers  to  fix  interest 
costs  and  returns. 

Options  are  contracts  that  provide  the  buyer  the  right  (but  not  the  obligation)  to  purchase  cr  sell  a  financial  instru- 
ment, at  a  specified  price,  cither  within  a  specified  period  of  time  or  on  a  certain  date.  Interest  rate  guarantees  (caps,  floors  and 
collars)  arc  agreements  between  two  parties  that,  in  general,  establish  for  the  purchaser  a  Duodmum  level  of  interest  expense  or 
a  minimum  level  of  interest  revenue  based  on  a  notional  principal  amount  for  a  specified  term.  As  a  writer  of  interest  rate 
options  and  guarantees,  the  Corporation  receives  a  premium  at  the  outset  of  the  agreement  and  bears  the  risk  of  an  unfavor- 
able change  in  the  price  of  the  financial  instrument  underlying  the  option  or  guarantee.  Since  options  and  guarantees  written 
could  result,  theoretically,  in  unlimited  losses,  the  Corporation  will  cover  its  positions,  purchase  hedges,  set  internal  Umits  and 
enter  into  offsetting  contracts  in  order  to  manage  its  monetary  risk  exposure. 

Interest  rate  swaps  are  contracts  involving  the  exchange  of  interest  payments  based  on  a  outional  amount  for  a  speci- 
fied period.  The  Corporation  enters  into  interest  rate  swaps  as  an  intermediary  in  the  exchange  of  mtercsj  payments  between 
customers  and  to  manage  its  own  interest  rate  exposure. 

Foreign  exchange  contracts  include  spot,  future,  forward  and  option  contracts  that  enable  customers  to  manage  their 
foreign  exchange  risk.  Spot,  future  and  forward  contracts  arc  agreements  to  exchange  currencies  it  a  future  date,  at  a  specified 
rate  of  exchange.  Foreign  exchange  option  contracts  give  the  buyer  the  right  and  the  seller  an  obligation  (if  the  buyer  asserts 
his  right)  to  exchange  currencies  during  a  specified  period  (or  on  a  certain  date  in  the  case  of  "European'  options)  at  a  speci- 
fied exchange  rau. 

The  following  table  summarizes  the  Corporation's  interest  rate  and  foreign  exchange  contracts  and  their  related  con- 
tractual or  notional  amount,  fair  value  and  maximum  replacement  cost  Contractual  or  notional  amount  gives  an  indication  of 
the  volume  of  activity  in  the  contract  Fair  value  represents  the  net  unrealized  gains  (losses)  inherent  in  the  holding  and  is,  in 
some  cases,  offset  by  other  contractual  positions.  Maximum  replacement  cotr  reflects  the  potential  loss  resulting  from  customer 
defaults  and  is  computed  as  the  cost  of  replacing,  at  current  market  rat??,  all  outstanding  contracts  with  unrealized  gains.  Some 
of  these  contracts,  specifically  options  purchased  and  guarantees  pircnased,  have  no  off-balance-sheet  risk. 
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RtpSttmnt 

<aaBf^,n.tls^''*'v>m. 

r»irV4iMi 

Cott 

mi 

im 

l»f} 

1992 

1993 

$        29.929 

$     421,09« 

%           2 

$          (21) 

$            2 

250,000 

236,500 

(3) 

6 

— 

200,000 

300,000 

(148) 

(252) 

„^ 

260,000 

351,529 

174 

(14) 

176 

20,000 

62,500 

(2) 

(201) 

— 

}8S.150 

30,150 

25 

164 

25 

791.94J 

848,053 

(6,497) 

(4,079) 

— 

794,440 

706,186 

6,522 

4,040 

6.522 

2,276,820 

2,421,569 

(37,856) 

(47.295) 

21,074 

19,150,816 

17,106.343 

(3,275) 

(4.172) 

161.943 

1,557,366 

1,275,343 

(32,324) 

(49,758) 

— 

1,543,442 

1,361,81! 

30,912 

48,337 

30.912 

Incerc't  Kite  Contncu: 
TjtuTU  uul  forwards: 

Comnuunena  to  purchitei $ 

Commitments  to  tell  , 

Fomrd  nte  agrc«meau: 

Commitmects  to  puichuc. 

Commitmenu  to  sell - -, , 

Tipuons  written 

options  purchased 

viuantees wtitten ,.. 

Guanuitees  purcbaied ' -.  

Swaps ., ., 

Foreign  Exchange  Contracts: 

Spot,  fuRiTM  and  forwanJi 

Opdoot  wntten. 

Options  purchased 

Note;  fur  udttt  ofswafit  indtuk  those  mtd  m  he^s  of  xrum  held  to  mstitrity  leatritiei,  which  h*v€  offtettmg  unn*tixed  gftim. 

The  CorporadoD  manages  mairke^  risk  in  these  contracts  by  entering  ioco  offsecdng  positions  and  by  hedging.  In 
addition,  the  Corporation  controls  the  risk  of  customer  default  in  these  contracts  by  reritwing  customers'  creditworthiness, 
establishing  and  adhering  to  replacement  risk  limits  and  monitoring  activity  with  customers.  In  general,  collateral  is  not 
specifically  required  to  support  these  contracts.  Some  of  these  contracts  do  not  cieste  exposure  to  coimterparty  default  risk. 
Futures  contracts  are  exclunge  traded  and  have  negligible  risk  of  counterparty  default  because  of  exchange  requirements  that 
gains  and  losses  be  settled  daily.  Optioiu  and  guarantees  written  have  no  inherent  ri«k  of  counterparty  default  but  do  have 
inherent  market  ri«k. 

Securities  activitiei 

The  Corporadon's  securities  activities  that  have  off-balance-sheet  risk  include  municipal  bond  underwriting,  short  selling  and 

indemnified  lending  of  securities  held  in  trust. 

Through  its  municipal  bond  underwriting  activities,  the  Corporation  commits  to  buy  and  offer  for  resale  newly 
issued  bonds,  lie  Corporation  is  exposed  to  market  risk  because  it  may  be  usable  to  resell  its  inventory  of  bonds  profiubly 
as  a  result  of  unfavorable  market  conditions.  In  syndicate  arrangements,  the  Corporation  is  obligated  to  fulfill  syndicate  mem- 
bers' commitments  should  they  default.  The  syndicates  of  which  the  Corporation  was  a  member  had  underwriting 
commitments  totaling  $7.4  million  at  December  31, 1993  and  $12.1  million  at  December  31, 1992. 

Security  short  selling,  defined  as  selling  of  securities  not  yet  owned,  exposes  the  Corporation  to  off-balance-sheet 
market  risk  because  the  Corporation  may  be  required  to  buy  securities  at  higher  prerailing  market  prices  to  cover  its  short 
posidons.  The  Corporadon  had  a  short  posidon  of  $25  million  at  December  31, 1993  and  $1 1  milhotf  at  December  31, 1992. 

Securides  lending,  a  service  the  Corporation  provides  to  master  trust  and  insdtudonal  custody  customers,  exposes 
the  Corporation  to  off-balance-sheet  credit  risk  when  it  indemnifies  its  customers  against  the  risks  of  borrower  default.  Risks 
are  minimised  by  lending  to  approved  brokers  and  dealers,  up  to  a  lending  limit  established  for  each  broker,  and  by  obtaining 
collateral  in  excess  of  the  value  of  the  loan.  Collateral  is  typically  cash,  U.S.  Government  securides  or  letters  of  credit  from 
approved  banks.  The  value  of  the  collateral  is  monitored  daily  and  addidonal  collateral  is  obtained  when  deemed  necessary. 
Highly  liquid  collateral,  such  u  cash  and  U.S.  Government  securides,  typically  represents  over  95  percent  of  the  collateral 
held  by  the  Corporadon.  The  Corporation's  maximum  risk  of  accounting  loss  is  represented  by  the  amount  of  securities  lent 
under  indemnificaQon,  which  totaled  $2.56  billion  at  December  31, 1993  and  $2.19  billion  at  December  31, 1992. 
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The  Corporation  usm  interest  r»te  eontricu,  including  $waps  and  forwards,  as  hedges  in  asset/liability  raanagement'l; 
in  order  to  reduce  the  level  of  financial  rilk  iolierent  in  mismatches  between  the  interest  rate  sensitivities  of  various  assets  and-, 
liabilities. 

For  more  information  on  the  Corporation's  derivarive-reiated  activities,  see  Note  8 — Fiwuicial  Instruments  With 
Off-Baiance-Sheet  Risk,  on  page  43  of  this  Report 

i^naccrual.  Restructured  and  Past  Due  Loam 

Mj^agement  closely  monitors  nonperforming  assets,  including  assets  received  in  sadsfaction  of  deb^  Nonperformlng  assc 
wcrc%47  percent  of  total  loans  at  December  31, 1993  compared  with  2.18  percent  at  year-end  1992. 

merest  shortfall  is  the  difference  between  the  gross  amount  of  interest  that  would  have  been  recorded  if  all ; 
nonperfotWig  loaiu  had  been  accruing  at  their  original  terras  and  the  cash-basis  interest  income  actually  recog 
shortfall  wavS2.7  million  in  1993  compared  to  $5.0  million  a  year  ago,  reflecting  both  lower  interest  rates  and  i 
of  nonperfomu^g  loans. 

(dciUn  m  thciuvtdi) 
Nonaccruai  loans: 

Domesdc 

Foreign 

Total 

Restructursd  loam: 

Domestic     

Foreign    

Toul 

Total  nor.pciforming  loans. 
Other  issets  received  in  satufaction  of  debt 
Total  nonperformmg  assets 

90-day  past  due  loans,  still  accruing  interest  (all  doniesiic)  . . 

Gross  amount  of  interest  that  would  have  been 

recordsd  if  all  >'car-ecd  nonperformlng  loans  had 

been  accruing  interest  at  their  origisal  terms: 

Domestic 

Foreign 

Total 

Interesi  income  actually  recognized: 

Domestic     . 

Foreign 

Toul 

Interesi  shortfall,  before  consideration  of  any 

income  tax  effect ,  

Nonperforming  loans  to  total  loans  at  year-end 
Nonpctf  orming  assets  to  total  loans  at  year-end.... 

Loan  Concentrations 

Management  monitors  indiistry  loan  con^trations  in  an  effort  to  maintain  a  well-div^$ificd  loan  portfolio.  At  December  31, 
1993,  the  Corporation's  loan  portfolio/^d  aot  include  any  single  industry  concentradcain  e:tcess  of  10  percent  of  total  con- 
solidated loans,  although  total  resideiitial  mortgages  did  exceed  this  threshold. 

The  largest  category  of  ttte  Corporation's  loans  were  domestic  commercial,  which  tdtaled  $3.75  billion,  or  49  percent 
of  total  outsundmgs  at  year-end  1993.  Most  of  these  credits  were  extended  to  manufacturing  aiKi  service-related  companies. 
Outstandings  to  machinery  atia  industrial  equipment  compaiues  represented  2i  percent  of  all  manuncniring  loans  and  3  percent 
of  total  consolidated  loan^The  largest  concentration  within  service-related  industries  was  consumer  wholesalers,  which 
accounted  for  44  percenj^f  all  service-related  credits  and  9  percent  of  total  loans. 

Foreig.n  loaji/ totaled  $221  million  at  year-end  1993,  accounting  for  3  percent  of  the  Corpora&an's  total  outstand- 
ings. Further  details^  the  Corporation's  foreign  loans  can  be  fotind  in  the  Foreign  Outstandings  section  on  pagc^S  of  this  Report. 

Keal  esj^e  loans,  including  residential  mortgages,  totaled  $1.76  billion  at  December  31,  2993,  or  23  percent  of  total 
outstandings^Mortgages  collateralized  by  residential  property  totaled  $1.19  billion,  or  15  percent  of  loansSjhese  loans 
included  arptoximately  $237  million  of  mortgages  held  for  sale.  Commercial  real  estate  mortgages  and  construction  loans 
totaled  $^76  miUicn  at  the  end  of  1993,  representing  7  percent  of  loans.  During  1993,  the  Corporation  did  not  re^d  any 
matenaicharge-offs  from  its  construction,  residential  or  commercial  real  estate  loans.  Further  details  on  the  Corporation's 
conu]{ercial  real  estate  outstandings  can  be  found  on  page  26  of  this  Report.  \ 

/  The  Corporation  had  $325  million  of  aggregate  commitments  (including  outstandings)  to  highly  leveraged  cus^ 

^mers.  Further  details  on  these  transactions  can  be  fotmd  on  pages  26  and  27  of  this  Report. 
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Mr.  Richard  Whllden 
Chairman 

Independent  Bancorp 
P.O.  Box  33695 
Phoenix,  AZ  85067 

Dear  Mr.  Whilden: 

The  Conunittee  on  Banking,  Finance  and  Urban  Affairs  held  a 
hearing  on  derivatives  losses  on  October  5,  1994.  I  was 
disappointed  that  Independent  Bancorp  was  unable  to  accept  an 
invitation  to  testify  at  the  hearing.  However,  in  lieu  of  an 
appearance  by  an  Independent  Bancorp  representative,  I  would 
appreciate  your  providing  information  in  writing  to  the  Committee. 

As  you  know,  the  Committee  was  interested  in  your  testimony 
because  of  recent  press  reports  that  Independent  Basicorp's 
investments  in  collateralized  mortgage  obligations  and  other 
derivatives  generated  over  $30  million  in  losses.  To  assist  the 
Committee  in  understanding  how  derivatives  caused  the  losses, 
please  answer  the  following  questions: 

1.  What  were  the  circumstances  surrounding  the  derivatives 
losses?  Please  describe  the  type  and  amount  of 
derivatives  that  caused  the  loss. 

2.  What  have  been  the  effects  of  the  derivatives  losses  on 
Independent  Bancorp? 

3.  What  steps  have  you  taken  to  avoid  future  derivatives 
losses? 

4.  What  is  Independent  Bancorp's  total  derivatives  exposure? 

The  Committee  also  would  be  interested  in  any  additional 
information  you  would  like  to  submit.  Your  response  will  be  made 
a  part  of  the  Committee's  hearing  record. 
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Please  provide  the  Committee  with  the  requested  information  no 
later  than  October  17,  1994.  Thank  you  in  advance  for  your 
cooperation. 

With  best  wishes. 


Chairman 


HBG: jr 
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Independent  Bancorp  of  Arizona,  Inc. 


3800  N.  Centtral  •  Suite  900  •  Phoenix  Arizona  8501 2  •  (602)  640-9431  •  F/sx  (602)  640-9441 


RECEIVED 

October  21,  1994 

OCT  2     1994 

Banl<in9,Finance&Urt)anWla.rsCommittee 

The  Honorable  Henry  B.  Gonzalez 

Chairman,  Banking  Finance  &  Urban  Affairs  Committee 

United  States  House  of  Representatives 

2129  Raybum  House  Office  Building 

Washington  D.C.  20515-6050 

Dear  Mr.  Chairman: 

I  apologize  for  being  unable  to  send  a  representative  of  Independent  Bancorp  of 
Arizona,  Inc.,  "IBA"  to  testify  before  the  October  5,  1995  hearing  of  the  Committee  on 
Banking,  Finance  &  Urban  Affairs.  On  August  21,  1994,  Mr.  Whilden,  former  Chief 
Executive  Officer  of  IBA  resigned  and  I  assumed  his  responsibilities  and  accordingly, 
will  respond  to  your  letter  of  October  6,  1994.  With  respect  to  your  specific  questions, 
I  offer  the  following: 

Question  1: 

What  were  the  circumstances  surrounding  derivatives  losses?  Please  describe  the  type 
and  amount  of  derivatives  that  caused  the  loss. 

IBA,  a  bank  holding  company  under  the  Bank  Holding  Act  of  1956,  as  amended 
acquired  Caliber  Bank  on  April  21,  1993  pursuant  to  a  divestiture  order  from  the  Board 
of  Governors  of  the  Federal  Reserve  System.  Between  April  21,  1993  and  February  21, 
1994,  Caliber  Bank  purchased  approximately  $882  million  in  investment  securities  of 
which  $810  miUioa  were  CMO'%ja[^agig(d-ta(ABd  JeenttiM  iBd«0»rilKll«lMli||^ 
Qoles  (aee  ExhilMtQ^.  These  securities  were  purchased  at  a  low  point  in  the  interest  rate 
cycle.  The  portfolio  was  held  from  the  time  of  purchase  through  mid-1994. 

In  January  1994  the  Bank,  pursuant  to  Financial  Accounting  Standards  Board's 
pronouncement  1 15,  restructured  its  portfolio  placing  $706  million  or  approximately 
90%  of  its  total  portfolio  in  a  "held  to  maturity"  classification.  In  February  1994,  the 
Federal  Reserve  began  the  process  of  increasing  interest  rates,  which  caused  significant 
market  value  deterioration  in  Caliber's  investment  portfolio.  Since  the  securities,  with 
the  exception  of  $84  million,  were  classified  on  the  Bank's  balance  sheet  as  "held  to 
maturity",  Caliber  was  precluded  from  making  individual  sales  out  of  the 
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portfolio  to  prevent  further  losses  without  tainting  the  entire  portfolio  and  forcing  the 
recognition  of  the  unrealized  loss.  In  June  of  1994,  the  Federal  Reserve  Bank  of  San 
Francisco  insisted  that  Caliber  take  such  action  as  appropriate  to  prevent  further 
deterioration  in  the  portfolio's  market  value.  During  the  first  week  of  July  1994,  the 
Bank  hedged  the  investment  portfolio  utilizing  two  and  five  year  futures  contracts  and 
at-the-money  put  options,  thereby,  allowing  time  for  management  to  evaluate  IBA 
alternatives. 

Question  2: 

What  have  been  the  effects  of  the  derivative  losses  on  Independent  Bancorp? 

As  a  result  of  hedging  the  portfolio  in  early  July,  and  subsequently  selling  it  in  August 
and  September,  the  company  recognized  securities  losses  of  approximately  $51  miUioi. 
After  reflecting  this  loss.  Caliber  Bank  had  a  tangible  capital  to  asset  ratio  of  4.2%  as  of 
the  end  of  the  third  quarter,  as  compared  to  6.7%  at  the  end  of  the  second  quarter.  After 
careful  evaluation  of  the  alternatives,  the  company,  on  August  21,  1994,  entered  into  a 
merger  agreement  with  Norwest  Corporation. 

Question  3: 

What  steps  have  been  taken  to  avoid  future  derivatives  losses? 

Caliber  Bank  has  made  a  number  of  changes  in  the  past  two  months,  including  the 
hiring  of  a  more  experienced  chief  executive  officer  and  treasurer  and  chief  investment 
officer,  both  of  whom  have  had  substantial  experience  in  banking,  particularly 
investment  portfolio  management.  In  addition.  Caliber  Bank  has  restructured  its 
investment  portfolio  to  include  $228  million  in  treasury  bills  and  $250  million  GNMA 
arms  (6.5%  and  7%  coupons)  which  are  covered  by  $250  million  in  six  month  put 
options.  The  put  options  allow  Caliber  Bank  to  put  the  GNMA  arms  in  the  event  the 
market  value  of  the  securities  should  decline;  thereby  significantly  limiting  market  value 
risk  exposure. 

Question  4: 

What  is  Independent  Bancorp's  total  derivatives  exposure? 
See  answer  to  Question  3. 
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Should  you  or  the  committee  have  any  further  questions  regarding  IBA  or  Caliber's 
investment  portfolio,  please  contact  me  at  (602)  640-9431  or  at  the  above  address. 

Sincerely, 


Robert  P.  Keller 

President  &  Chief  Executive  Officer 
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Caliber  Bank 

Derivative  Securities  Purchases 
April  21,  1994  -  February  21,  1994 
Exhibit  1 

Purchase 

Book  Realized 

Security  Type  Value  Gain/ (Loss) 

Fixed-Rate  CMO  (By  Classification) 

PAC  $141,918,313  (6,211,280) 

TAG  153,564,144  (13,403,249) 

Sequential  20,969,283  (1,852,229) 

Component  19. 062.079  (  1.869,233) 

Total  CMO  335,513,819  (23,335,991) 

CMO  Floaters  and  Arms  135,440,040  (3,760,659) 

Agency  MBS  105,121,868  (7,709,013) 

Whole -Loan  MBS  49,293,291  (2,392,021) 

Structured  Notes 

Index-Amortizing  Notes  (FHLB)   185.000. OOP  (  9.549.653) 

Total  Derivative  Securities    $810,369,018  (46,747,337) 

Non-Derivative  Securities       71,291,063  (1,115,488) 

Total  Securities  Purchased     $881,660,081  (47,862,825) 

Hedging  Cost  {  3,028,920) 

Total  Loss  (50,891,745) 
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Mr.  Peter  Ross Iter 
General  Counsel 
Northern  Trust  Corp. 
50  S.  LaSalle  Street  M-9 
Chicago,  IL   60675 

Dear  Mr.  Ross iter: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  is  held  a 
hearing  on  derivatives  losses  on  October  5,  1994.  I  was 
disappointed  that  Northern  Trust  was  unable  to  accept  an  invitation 
to  testify  at  the  hearing.  However,  in  lieu  of  an  appearance  by  a 
Northern  Trust  representative,  I  would  appreciate  your  providing 
information  in  writing  to  the  Committee. 

As  you  know,  the  Committee  was  interested  in  your  testimony 
because  of  recent  press  reports  that  Northern  Trust  purchased 
approximately  $111  million  worth  of  derivatives  from  its  Benchmark 
Diversified  Assets,  Benchmark  Government  Portfolio,  and  Benchmark 
Government  Select  money  market  funds  to  prevent  the  derivatives 
from  causing  a  loss  to  fund  shareholders.  The  Committee 
understands  that  this  purchase  will  result  in  a  loss  to  Northern 
Trust.  To  assist  the  Committee  in  understanding  how  derivatives 
caused  the  loss,  please  answer  the  following  questions: 

1.  What  is  the  nature  of  Northern  Trust's  affiliation  with 
the  three  funds?  To  whom  and  how  are  the  money  market 
fund  sold? 

2.  What  were  the  circumstances  surrounding  the  derivatives 
losses  suffered  by  the  money  market  funds?  Please 
describe  the  type  and  amount  of  derivatives  that  caused 
the  loss. 


4. 


What  have  been  the  effects  of  the  derivatives  losses  on 
the  money  market  fund  and  Northern  Trust  as  a  whole? 

What  steps  have  you  taken  to  avoid  future  derivatives 
losses? 
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5.  Did  the  SEC  suggest  or  order  the  three  funds  to  divest 
their  derivatives  holdings? 

6.  Which  Northern  Trust  affiliate  purchased  the  derivatives 
from  the  money  market  funds? 

7.  Did  you  request  or  receive  pennission  from  the  Federal 
Reserve  or  SEC  before  the  purchase? 

8.  Why  did  the  bank  or  affiliate  decide  to  purchase  the 
derivatives? 

9.  What  is  Northern  Trust's  total  derivatives  exposure? 
Have  you  suffered  any  other  losses  in  your  derivatives 
portfolio? 

The  Committee  also  would  be  interested  in  any  additional 
information  you  would  like  to  submit.  Your  response  will  be  made 
a  part  of  the  Committee's  hearing  record. 

Please  provide  the  Committee  with  the  requested  information  no 
later  than  October  17,  1994.  Thank  you  in  advance  for  your 
cooperation.   With  best  wishes. 


Sonzale 
Cliairman'^ 


HBG: jr 
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TELEPHONE    (312)    «3D.6000 

PETER  L.  ROSSITER 

EXECUTIVE  VICE  PRESIDENT 

GENERAL  COUNSEL 

AND  SECRETARY 


October  24,  1994 


The  Honorable  Henry  B.  Gonzalez,  Chairman 
Committee  on  Banking,  Finance  and  Urban  Affairs 
U.S.  House  of  Representatives 
2129  Raybum  House  Office  Building 
Washington,  D.C.  20515-6050 

Dear  Mr.  Chairman: 


RECEIVED 

OCT  2  -^  t094 


I  am  responding  to  your  letter  dated  October  6, 1994  which  was  transmitted  by  your  staff 
on  October  14  with  a  notation  that  the  response  date  of  October  17  should  be  disregarded. 

Initially,  it  should  be  noted  that  the  press  incorrectly  reported  various  facts  surrounding 
the  matter  discussed  in  your  October  6  letter.  We  appreciate  this  opportunit)'  to  provide  the 
Committee  the  actual  facts. 

The  Northern  Trust  Company  ("Northern"),  an  Illinois-chartered  bank  formed  in  1889 
and  the  principal  banking  subsidiary  of  Northern  Trust  Corporation,  a  bank  holding  company 
(the  "Corporation"),  has  served  as  investment  adviser,  custodian  and  transfer  agent  for  The 
Benchmark  Funds  ("Benchmark")  since  1983.  Units  of  the  money  market  portfolios  of 
Benchmark  are  offered  by  Goldman,  Sachs  &  Co.,  as  distributor,  primarily  to  corporate  and 
institutional  investors. 

Three  of  Benchmark's  money  market  portfolios  (the  "Portfolios")  have  acquired 
adjustable  rate  securities  issued  by  agencies  of  the  U.S.  Government  for  many  years.  Such 
securities  pay  a  rate  of  interest  that  adjusts  periodically  based  upon  prime,  LIBOR  and  other 
money  market  reference  rates.  In  May  and  June,  1993,  the  Portfolios  acquired  obligations  of  the 
Federal  Home  Loan  Banks  and  the  Federal  Farm  Credit  Banks  that  had  an  interest  rate  which 
was  subject  to  adjustment  periodically  based  upon  the  Cost  of  Funds  Index  ("COFI")  of  the 
Federal  Home  Loan  Bank's  Eleventh  District  (the  "Notes").  The  Portfolios  had  total  assets  of 
approximately  $3.5  billion,  $1.3  billion  and  $400  million  at  the  time  of  purchase  and  acquired 
Notes  in  the  principal  amount  of  $66  million,  $40  million  and  $5  million,  respectively,  or  1.9%, 
3.5%  and  1.1%,  respectively,  of  the  Portfolios'  total  assets.  The  sharp  rise  in  interest  rates  earlier 
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this  year  depressed  the  value  of  the  Notes  and,  accordingly,  the  net  asset  value  per  unit  of  the 
Portfolios  that  held  the  Notes,  but  not  to  a  level  that  jeopardized  their  $1.00  net  asset  value  per 
unit. 

The  Corporation,  which  is  a  bank  holding  company  and  not  an  insured  depository 
institution,  offered  to  enter  into  an  agreement  that  would  allow  Benchmark  to  "put"  the  Notes  to 
the  Corporation  in  June,  1995  at  their  then-amortized  cost,  which  would  have  the  effect  of 
increasing  the  market  value  of  the  Notes.  The  Board  of  Trustees  of  Benchmark  (none  of  whom 
are  affiliated  with  Northern  or  the  Corporation)  and  the  Trustees'  counsel  determined  that  it 
would  be  appropriate  for  Benchmark  to  enter  into  such  an  agreement.  As  a  result  of  the 
execution  of  the  "put"  agreement  by  the  Corporation  and  Benchmark,  generally  accepted 
accounting  principles  required  that  the  Corporation  take  a  $3.5  million  charge  against  earnings  in 
the  second  quarter  which  was  disclosed  in  the  Corporation's  report  to  stockholders  and  on  Form 
10-Q.  Unitholders  of  the  three  Portfolios  incurred  no  loss  of  principal. 

In  seeking  to  avoid  similar  fluctuations  in  the  value  of  securities  acquired  by  the 
Portfolios,  Northern  advised  Benchmark's  Board  that  it  would  adopt  certain  limits  on  final 
maturities  and  reference  rates  for  investments  in  adjustable  rate  U.S.  Government  agency 
securities. 

The  Federal  Reserve  Bank  of  Chicago  and  the  Securities  and  Exchange  Commission 
("SEC")  were  advised  of  the  action  taken.  The  SEC  requested  that  it  be  notified  prior  to  the  time 
the  Notes  are  acquired  by  the  Corporation  or  sold  by  the  Portfolios,  which  Northern,  of  course, 
intends  to  do. 

The  Corporation's  exposure  to  various  risks  and  the  instruments  used  in  the  management 
of  such  risks  are  discussed  in  its  Annual  Report  to  Stockholders,  principally  in  the  Management's 
Discussion  and  Analysis  and  the  Notes  To  Financial  Statements.  Enclosed  is  a  copy  of  the 
Annual  Report  for  the  year  ended  December  31,  1993,  and  your  attention  is  particularly  directed 
to  pages  37  and  38,  Note  I.E.  on  page  44  and  Note  16  on  pages  55  to  57.  The  Corporation  has 
taken  no  derivatives-related  charges  in  1994  other  than  the  charge  described  in  this  letter  and  the 
gains  and  losses  routinely  recognized  in  the  normal  course  of  business  using  derivative 
instruments  as  risk  management  tools  as  discussed  in  the  enclosed  Annual  Report 
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We  trust  that  this  information  will  be  helpful  to  your  Committee. 


Sincerely, 


Peter  L.  Rossiter 
Executive  Vice  President, 
General  Counsel  and  Secretary 


16334/73-75 
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President  and  Chief  Executive  Officer 
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San  Francisco,  CA 

Dear  Mr.  Yoshita: 


94104-1476 


The  Conunittee  on  Banking,  Finance  and  Urban  Affairs  held  a 
hearing  on  derivatives  losses  on  October  5,  1994.  I  was 
disappointed  that  Union  Bank  was  unable  to  accept  an  invitation  to 
testify  at  the  hearing.  However,  in  lieu  of  an  appearance  by  a 
Union  Bank  representative,  I  would  appreciate  your  providing 
information  in  writing  to  the  Committee. 

As  you  know,  the  Committee  was  interested  in  your  testimony 
because  of  recent  press  reports  that  Union  Bank  purchased 
approximately  $20  million  worth  of  derivatives  from  its  Stepstone 
Money  Market  fund  to  prevent  the  derivatives  from  causing  a  loss  to 
fund  shareholders.  The  Committee  understands  that  this  purchase 
will  result  in  a  loss  to  Union  Bank.  To  assist  the  Committee  in 
understanding  how  derivatives  caused  the  loss,  please  answer  the 
following  questions: 

1.  What  is  the  nature  of  Union  Bank's  affiliation  with 
Stepstone  Money  Market  fund?  To  whom  and  how  is  the 
money  market  fund  sold? 

2.  What  were  the  circumstances  surrounding  the  derivatives 
losses  suffered  by  the  money  market  fund?  Please 
describe  the  type  and  amount  of  derivatives  that  caused 
the  loss. 


3.  What  have  been  the  effects  of  the  derivatives  losses  on 
the  money  market  fund  and  Union  Bank  as  a  whole? 

4.  What  steps  have  you  taken  to  avoid  future  derivatives 
losses? 
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5.  Did  the  SEC  suggest  or  order  Stepstone  Money  Market  fund 
to  divest  its  derivatives  holdings? 

6.  Which  Union  Bank  affiliate  purchased  the  derivatives  from 
the  money  market  fund? 

7.  Did  you  request  or  receive  permission  from  the  Federal 
Reserve  or  SEC  before  the  purchase? 

8.  Why  did  the  bank  or  affiliate  decide  tc  purchase  the 
derivatives? 

9.  What  is  Union  Bank's  total  derivatives  exposure?  Have 
you  suffered  any  other  losses  in  your  derivatives 
portfolio? 

The  Committee  also  would  be  interested  in  ^ny  additional 
information  you  would  like  to  submit.  Your  response  will  be  made 
a  part  of  the  Committee's  hearing  record. 

Please  provide  the  Committee  with  the  requested  information  no 
later  than  October  17,  1994.  Thank  you  in  advance  for  your 
cooperation.   With  best  wishes. 


Henry 
Chairman 


HBG: jr 


187 


Verner,  liipfert,  bernhard,  Mcpherson  and  hand 

CHARTERED 

90I-I5TH  STREET     N  W 

WASHINGTON.  DC     20005-230I 

92BO  GREENSBORO  DRIVE  ^600  TEXAS  COMMERCE  TOWER 

600  TRAVIS 


SUITE  60I 

MCLEAN    VIRGINIA  22l02 

1703I  749.6OOO 


I2021  371 -6000  HOUSTON    TEXAS  77002 

TELECOPIER    I2021  371  -  6279  17131  237  -  9034 


TELECOPIER    1703.7-19-6027  TELECOPIER    17131237.1216 


WRJTER'S  DIRECT  DIAL 
(202)  371-6083 


October   24,    1994  i. 

3 

^3  _   X 

The  Honorable  Henry  B.  Gonzalez                     *g  o   IT! 

Chairman                                          g-  §  ~'   O 

Committee  on  Banking,  Finance  and  Urban  Affairs     ^  c  j-p| 

U.S.  House  of  Representatives                      5i  <^   — 

2129  Rayburn  House  Office  Building                  "J  —   ^ 


Washington,  D.C.  2  0515 
Dear  Chairman  Gonzalez: 


d'P 


m 


This  will  refer  to  your  letter  to  Kanetaka  Yoshida, 
President  and  Chief  Executive  Officer  of  Union  Bank,  San 
Francisco,  California.   The  letter  relates  to  the  hearing  on 
derivative  losses,  which  the  Committee  on  Banking,  Finance  and 
Urban  Affairs  held  on  October  5,  1994.   I  received  a  facsimile  of 
this  letter  from  your  staff  late  on  Friday,  October  14,  1994.   As 
of  October  18th,  Mr.  Yoshida 's  office  had  not  received  your 
letter.   In  view  of  that  circumstance,  your  staff  indicated  that 
Union  Bank  may  have  additional  time  to  respond. 

Union  Bank  regrets  that  it  was  unable  to  testify  at  the 
hearing  on  October  5,  1994,  but,  as  it  previously  indicated, 
looks  forward  to  cooperating  fully  with  the  Committee.   The  Bank 
asked  that  I  respond  to  your  letter  in  order  to  expedite 
providing  you  with  the  requested  information.   As  I  mentioned  to 
your  staff,  if  there  is  additional  information  which  would  be 
helpful  to  you,  or  if  you  would  like  the  Bank  to  expound  more 
fully  on  the  answers  to  any  of  these  questions,  the  Bank  has 
indicated  its  willingness  to  do  so. 

Your  letter  referred  to  recent  press  reports  that  Union  Bank 
purchased  approximately  $20  million  of  derivatives  from  its 
Stepstone  Money  Market  Fund  to  prevent  the  derivatives  from 
causing  a  loss  to  fund  shareholders.   In  connection  with  that 
transaction,  you  asked  nine  questions,  which  I  will  attempt  to 
answer  in  turn,  based  upon  information  provided  by  various  Bank 
officials. 

1.   The  only  direct  relationship  between  Union  Bank  and 
Stepstone  Money  Market  Fund  is  that  a  division  of  Union  Bank, 
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Union  Capital  Advisors,  is  the  investment  advisor  to  the  Fund. 
The  Stepstone  Money  Market  Fund  is  one  of  a  group  of  proprietary 
funds  which  are  sold  exclusively  to  the  Bank's  customers,  which 
include  401 (k)  plans,  pension  plans,  and  retail  clients.   They 
are  also  sold  by  UB  Investment  Services,  Inc.,  the  Bank's  wholly 
owned  broker/dealer  subsidiary.   The  Bank's  role  as  investment 
advisor  to  the  Fund  is  fully  disclosed  to  customers. 

2.  The  circumstances  surrounding  the  derivative  losses 
suffered  by  the  Fund  related  directly  to  the  sharp  increase  in 
interest  rates  caused  by  the  Federal  Reserve's  decision  to  raise 
interest  rates  five  times  over  the  past  nine  months.   In  1993, 
the  Fund  purchased  five  structured  notes  with  floating  interest 
rates  totaling  $70  million.   All  but  one  of  these  notes  had 
underlying  securities  issued  by  federal  agencies  or  federally 
chartered  corporations.   The  total  of  these  notes  in  the  Fund 
represented  less  than  12%  of  the  assets  of  the  Fund  and  the 
particular  instruments  involved  were  looked  upon  by  the  Fund  as 
more  defensive  than  fixed-rate  notes  because  the  structured  notes 
had  reset  provisions  that  made  them  similar  in  some  respects  to 
short-term  notes. 

3.  The  Stepstone  Money  Market  Fund  does  not  hold  any 
structured  notes  or  other  securities  not  approved  by  the 
Securities  and  Exchange  Commission  for  a  money  market  fund  to 
hold.   Two  of  the  notes  described  in  response  to  question  (2) , 
above,  were  sold  to  Union  Bank  at  par  at  no  loss  to  the  Fund. 
Union  Bank  purchased  these  two  notes  for  $20  million  in  May  1994 
and  booked  a  $1.1  million  loss.   However,  if  these  notes  are  held 
to  maturity.  May  1996,  as  Union  Bank  intends,  the  $1.1  million 
will  be  accreted  back  to  Union  Bank.   Therefore,  there  will  be  no 
loss  of  principal.   The  Bank  has  lost  only  the  opportunity  of 
receiving  a  higher  coupon  rate  on  the  $20  million  in  notes  which 
it  purchased.   The  other  three  notes  were  sold  into  the  market 
for  an  approximate  aggregate  loss  to  the  Fund  of  $1.1  million. 
That  represents  approximately  .2%  of  the  Fund  assets,  which  are 
approximately  $600  million. 

4.  Both  the  Bank  and  the  Fund  have  adopted  new  policies 
which  limit  the  type  of  investments  that  can  be  made  by  the  Fund 
or  the  Bank,  and  provide  for  improved  monitoring  and  compliance 
procedures.   The  Fund  will  only  hold  derivatives  which  are  of  the 
type  approved  by  the  Securities  and  Exchange  Commission. 

5.  The  Securities  and  Exchange  Commission  neither 
suggested  nor  ordered  the  Fund  to  divest  its  derivative  holdings. 
This  was  done  solely  at  the  discretion  of  the  Fund  and  Union 
Bank. 
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6.  Union  Bank  itself  purchased  those  notes  from  the  Fund. 

7.  The  purchase  of  the  two  structured  notes  received  prior 
SEC  approval.   No  other  approvals  were  necessary,  and  the  Bank 
did  not  request  the  approval  of  the  Federal  Reserve  or  any  other 
bank  regulatory  agency. 

8.  While  the  Bank  had  no  legal  or  contractual  duty  to 
provide  financial  support  to  the  Fund,  sound  business  reasons 
underlie  the  Bank's  decision  to  purchase  the  structured  notes 
from  the  Fund.   The  Bank  decided  to  purchase  the  structured  notes 
primarily  for  throe  reasons:   (1)  to  maintain  the  financial 
integrity  and  reputation  of  the  Fund;  (2)  to  reassure  Fund 
shareholders,  all  of  whom  are  Bank  customers  or  employees;  and 
(3)  these  structured  notes,  when  held  to  maturity,  presented  no 
risk  of  principal  loss.   By  purchasing  the  structured  notes  from 
the  Fund,  the  Bank  assured  the  continued  financial  security  of 
the  Fund,  and,  more  importantly,  maintained  the  Fund's  reputation 
with  investors. 

9.  One  method  for  measuring  a  bank's  total  derivatives 
activity  is  the  Schedule  RC-L  of  the  quarterly  Consolidated 
Reports  of  Condition  and  Income  (FFIEC  031) ,  which  are  filed  with 
the  bank's  regulatory  agency.   The  June  30,  1994,  report  for 
Union  Bank  showed  on  line  11. a.  total  notional  value  (in 
thousands  of  dollars)  of  interest  rate  swaps  of  $3,617,658. 
Lines  ll.c.(l)  and  (2)  showed  "option  contracts"  written  and 
purchased  of  $701,606  on  each  line.   These  represent  offsetting 
positions  in  interest  rate  caps  and  floors.   These  totals  for 
Union  Bank  are  far  smaller  than  those  found  in  money  center  banks 
which  act  as  dealers  and  market  makers  for  derivatives. 

The  total  notional  amounts,  however,  should  not  be 
considered  as  a  measure  of  "total  derivatives  exposure."   The 
market  risks  of  all  of  the  Bank's  customer-related  derivatives 
transactions  are  "laid  off"  to  other  dealers  through  offsetting 
transactions  which  are  "mirror  images,"  except  for  a  small  profit 
spread.   Derivatives  purchased  or  sold  by  the  Bank  for  its  own 
operations  are  done  in  connection  with  risk  management  and  are 
matched  or  hedged  against  particular  balance  sheet  items.   As  is 
the  case  for  any  hedging  operation,  favorable  or  unfavorable 
variances  in  the  hedge  positions  are  offset  against  the 
applicable  income  or  expense  for  the  balance  sheet  item  being 
hedged. 

The  Bank  does  have,  from  time  to  time,  relatively  small 
positions  in  options  and  futures  in  connection  with  its  foreign 
exchange  dealing  and  government  securities  trading.   These 
positions  are  monitored  and  marked  to  market  daily  and  are 
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subject  to  loss  limits  as  specified  in  the  Bank's  trading 
policies.   Any  losses  in  these  positions  have  been  immaterial. 
Furthermore,  these  losses  occur  far  less  frequently  and  in  far 
smaller  amounts  than  loan  and  operational  losses  or  even  losses 
associated  with  forgeries,  burglaries,  or  legal  actions. 

With  regard  to  fiduciary  activities,  no  other  derivative- 
based  losses  have  occurred,  other  than  as  described  in  response 
to  question  (3) ,  above.   Also,  the  current  portfolio  holdings  of 
all  funds  advised  by  the  Bank  are  in  full  compliance  with  all 
applicable  regulations. 

Given  the  method  of  handling  customers'  derivatives  and  the 
Bank's  use  of  derivatives,  primarily  for  hedging  purposes,  the 
Bank  feels  that  it  has  no  risk  of  material  losses  from 
derivatives. 


I  hope  this  information  is  responsive  to  your  request.   As  I 
informed  your  staff,  the  Bank  is  prepared  to  provide  any  further 
information  that  would  be  helpful  to  the  Committee. 

^    "^ 
^incorely, 

David  B.  J^obsohn 
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Mr.  Leonard  W.  Quill 
President  and  C.E.O. 
Wilmington  Trust  Corp. 
Rodney  Square  North 
1100  N.  Market  Street 
Wilmington,  DE   19890-0001 

Dear  Mr.  Quill: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  held  a 
hearing  on  derivatives  losses  on  October  5,  1994.  I  was 
disappointed  that  Wilmington  Trust  was  unable  to  accept  an 
invitation  to  testify  at  the  hearing.  However,  in  lieu  of  an 
appearance  by  a  Wilmington  Trust  representative,  I  would  appreciate 
your  providing  information  in  writing  to  the  Committee. 

As  you  know,  the  Coninittee  was  interested  in  your  testimony 
because  of  recent  press  reports  that  Wilmington  Trust  purchased 
approximately  $5  million  worth  of  derivatives  from  its  Emerald 
Prime  Trust  Fund  and  reimbursed  both  its  Rodney  Square  U.S. 
Government  Fund  and  its  Rodney  Square  Money  Market  Fund  to  prevent 
the  derivatives  from  causing  a  loss  to  fund  shareholders.  The 
Committee  understands  that  these  actions  will  result  in  a  loss  to 
Wilmington  Trust.  To  assist  the  Committee  in  understanding  how 
derivatives  caused  the  loss,  please  answer  the  following  questions: 


1. 


What  is  the  nature  of  Wilmington  Trust's  affiliation  with 
the  three  funds?  To  whom  and  how  are  the  funds  sold? 


What  were  the  circumstances  surrounding  the  derivatives 
losses  suffered  by  the  funds?  Please  describe  the  type 
and  amount  of  derivatives  that  caused  the  losses. 


What  have  been  the  effects  of  the  derivatives  losses  on 
the  funds  and  Wilmington  Trust  as  a  whole? 

What  steps  have  you  taken  to  avoid  future  derivatives 
losses? 

Did  the  SEC  suggest  or  order  any  of  the  funds  to  divest 
their  derivatives  holdings? 
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6.  VJhich   Wilmington   Trust   affiliate   purchased   the 
derivatives  and  made  the  cash  infusion  into  the  funds? 

7.  Did  you  request  or  receive  permission  from  the  Federal 
Reserve  or  SEC  before  the  purchase  or  cash  infusion? 

8.  Why  did  the  bank  or  affiliate  decide  to  purchase  the 
derivatives  and  make  the  cash  infusion? 

9.  What  is  Wilmington  Trust's  total  derivatives  exposure? 
Have  you  suffered  any  other  losses  in  your  derivatives 
portfolio? 

The  Committee  also  would  be  interested  in  any  additional 
information  you  would  like  to  submit.  Your  response  will  be  made 
a  part  of  the  Committee's  hearing  record. 

Please  provide  the  Committee  with  the  requested  information  no 
later  than  October  17,  1994.  Thank  you  in  advance  for  your 
cooperation.   With  best  wishes. 


^incerely,  X       A 

Henry  B.  Gonzalez 
Chairman 


HBG: jr 
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WILMINGTON 
TRUST 


Leonard  W.  Ouill 

Chai'T^an 

Oraci  Dal  .102  55"  I2"8 


November  9,  1994 


Congressman  Henry  B.  Gonzalez 

Chairman 

U.S.  House  of  Representatives 

Committee  on  Banking,  Finance  and  Urban  Affairs 

2129  Rayburn  House  Office  Building 

Washington,  D.C.   20515-6050 

Dear  Congressman  Gonzalez: 

Thank  you  for  the  opportunity  to  clarify  for  you  and  your 
Committee  Wilmington  Trust  Company's  and  its  subsidiary,  Rodney 
Square  Management  Corporation's  experience  with  derivatives,  the 
actions  taken  by  them  and  the  corresponding  affect  on  Wilmington 
Trust  Company. 

In  order  to  place  in  proper  reference  our  responses  to  the 
questions  posed  in  your  letter,  I  think  it  is  important  at  this 
point  to  understand  that  our  recent  experience  with  structured 
notes  was  contained  completely  within  our  subsidiary,  Rodney 
Square  Management  Corporation  ("RSMC")  which  acts  as  investment 
adviser  to  certain  series  in  the  Rodney  Square  family  of  mutual 
funds  and  Emerald  Prime  Trust  money  market  funds  ("Funds") .   As 
is  detailed  below,  RSMC  purchased  one  structured  note  from  the 
Funds,  absorbed  the  loss  and  infused  additional  capital  into  the 
Funds  without  any  contribution  from  Wilmington  Trust  Company 
("WTC") .   The  adverse  consequences  of  this  to  WTC  was  a  reduction 
in  the  normal  contribution  to  its  earnings  made  by  RSMC  and  a 
reduction  in  the  value  of  WTC's  investment  in  its  subsidiary.   No 
loss  was  suffered  by  WTC. 

For  simplicity  of  presentation,  we  will  respond  to  your 
questions  in  order. 

1.   The  Rodney  Square  Fund,  which  consists  of  the  two  separate 
portfolios  in  question,  is  a  WTC  proprietary  fund  that  is 
available  for  individuals,  corporations  and  other 
institutional  investors.   RSMC  is  a  wholly-owned  subsidiary 


Wilmington  Trust  Company    Rodney  Square  North    Wilmington,  DE  19890 
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of  WTC  and  serves  as  the  Fund's  investment  adviser, 
administrator,  transfer  agent  and  accounting  agent.   RSMC  is 
registered  with  the  Securities  and  Exchange  Commission 
("SEC")  under  the  Investment  Advisers  Act  of  1940. 

Rodney  Square  Distributors,  Inc.  ("RSD"),  another  wholly- 
owned  subsidiary  of  WTC,  serves  as  the  distributor.   Shares 
of  the  portfolios  are  offered  by  prospectus  on  a  continuous 
basis  by  RSD.   Shares  can  be  purchased  directly  from  RSD,  by 
clients  of  WTC  through  their  trust  and  corporate  cash 
management  accounts  or  by  clients  of  certain  institutions, 
such  as  banks  or  broker-dealers,  that  have  entered  into 
servicing  agreements  with  RSD. 

RSMC  also  serves  as  sub-investment  adviser  to  the  Emerald 
Prime  Trust  Fund.   Shares  of  the  Emerald  Prime  Trust  Fund 
are  distributed  by  Emerald  Asset  Management,  Inc.*,  to 
Barnett  Banks  Trust  Company,  N.A.,  Jacksonville,  Florida 
("Barnett")  and  its  affiliated  banks  acting  in  a  fiduciary 
capacity  on  behalf  of  persons  maintaining  accounts  at  the 
bank,  as  well  as  distributed  to  certain  accounts  maintained 
at  other  institutions  for  which  Barnett  provides  advisory  or 
other  fiduciary  services. 

The  losses  recognized  by  the  two  portfolios  of  the  Rodney 
Square  Fund  and  the  Emerald  Prime  Trust  Fund  were 
attributable  to  their  investments  in  floating  rate 
government  securities  that  had  final  maturity  dates  in 
excess  of  one  year  (commonly  referred  to  as  structured  notes 
and  derivatives) .   The  securities  were  issued  by  the  Federal 
Home  Loan  Bank  ("FHLB"),  the  Student  Loan  Marketing 
Association  ("SLMA") ,  Federal  National  Mortgage  Association 
("FNMA"),  or  the  Small  Business  Administration  ("SBA") .   At 
the  time  of  purchase,  the  securities  were  not  prohibited 
investments  under  Rule  2a-7  of  the  Investment  Company  Act  of 
1940  ("1940  Act")  that  governs  money  market  funds. 

The  problematic  securities  held  in  each  of  the  Funds  had 
variable  rates  indexed  to  either  constant  maturity 


Emerald  Asset  Management,  Inc.  is  a  wholly-owned 
subsidiary  of  Concord  Holding  Corp.  which  is  responsible  for 
coordinating  Emerald  Funds'  efforts  and  generally  overseeing  the 
operation  of  the  Funds'  business.   Concord  Holding  Corp.  has  been 
providing  service  to  mutual  funds  since  1987  and  currently 
functions  as  administrator  for  over  $30  billion  in  mutual  fund 
assets. 
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treasuries  ("CMT")  or  the  Federal  Home  Loan  Bank  eleventh 
district  cost  of  funds  ("COFI") .   The  inability  of  the  reset 
mechanisms  on  these  types  of  securities  to  track  the  sharp 
rise  in  short-term  interest  rates  earlier  in  the  year 
significantly  depressed  market  valuations  for  these  floating 
rate  securities  or  structured  notes. 

In  addition  to  the  COFI  and  CMT  indexed  notes,  RSMC  elected 
to  dispose  of  all  the  adjustable  rate  government  securities 
in  the  portfolios  with  maturities  in  excess  of  one  year, 
even  if  they  met  current  and  proposed  SEC  regulations. 
These  other  adjustable  rate  securities  were  indexed  to  the 
prime  lending  rate  ("Prime")  and  sold  at  prices 
approximating  par. 

Prior  to  the  sale  of  the  adjustable  rate  government 
securities  from  the  Funds,  the  Funds  contained  the  following 
percentages  of  COFI  and  CMT  indexed  notes  (expressed  as  %  of 
market  value  of  average  net  assets  in  June,  1994) : 
Rodney  Square  U.S.  Government  Portfolio  -  10.4% 
Rodney  Square  Money  Market  Portfolio  -  5.6% 
Emerald  Prime  Trust  -  10.9% 

The  types  and  amounts  (in  millions)  of  securities  sold  from 
the  portfolios  were  as  follows: 

COPI  CMT  Total 

Rodney  Square  Fund-U.S.  Government  Portfolio     $20.0  $26.5  $46.5 

Rodney  Square  Money  Market  Portfolio      24.0  20.0     44.0 

Emerald  Prime  Trust       5.0  10.0     15.0 

3.  There  has  been  no  negative  effect  from  the  securities  losses 
on  any  of  the  funds  involved.   The  securities  were  sold  at 
market  value  and  RSMC  contributed  additional  capital  to  the 
funds  to  offset  the  losses.   RSMC  did  purchase  at  amortized 
cost  from  the  Emerald  Prime  Trust  a  $5,000,000  (par  amount) 
SLMA  COFI  floating  rate  security.   As  previously  noted,  WTC 
experienced  a  lesser  contribution  to  its  earnings  by  RSMC  as 
a  result  of  the  sale  of  the  structured  notes  and  RSMC 
infusions  into  the  Funds.   Despite  the  losses  incurred  by 
RSMC  however,  it  remains  a  well  capitalized  and  profitable 
subsidiary  of  WTC  and  has  contributed  positive  earnings, 
after  these  losses,  for  the  nine-month  period  ending 
September  30,  1994. 

4.  As  stated  earlier,  Wilmington  Trust  Company  did  not  suffer 
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any  derivative  losses.   However,  in  view  of  its  recent 
experience  and  the  heightened  concern  regarding  derivatives 
in  the  market  place,  in  the  federal  agencies  and  in 
Congress,  WTC  has  re-examined  its  controls  and  procedures  to 
insure  that  its  management  is  cognizant  of  the  risks  in 
managing  and  purchasing  securities. 

RSMC,  in  response  to  the  recent  events  and  with  the  approval 
of  the  Funds'  Trustees,  has  revised  its  investment  policies 
and  its  procedures  and  guidelines  with  respect  to  long-term 
(greater  than  one  year)  adjustable  rate  securities  to  lessen 
the  risk  associated  with  investment  in  such  securities  and 
to  prohibit  the  purchase  of  inverse  floaters,  range  notes, 
dual  index  notes,  leveraged  or  deleveraged  notes,  capped 
securities  or  securities  linked  to  lagging  indices  (e.g., 
COFI)  long-term  indices,  foreign  interest  rates,  equity 
price  movements,  commodity  price  movements  or  yield  curve 
changes. 

In  a  letter  to  the  Investment  Company  Institute  dated  June 
30,  1994,  Mr.  Barry  P.  Barbash,  the  Director  of  the  Division 
of  Investment  Management  of  the  SEC,  outlined  the  Division's 
position  on  money  market  funds'  management  of  interest  rate 
risk  in  compliance  with  Rule  2a-7  under  the  1940  Act  and,  in 
particular,  on  issues  relating  to  adjustable  rate  securities 
issued  by  U.S.  Government  Agencies  (please  see  the  attached 
copy  of  the  letter) .   In  the  letter,  advisers  that  held 
certain  types  of  securities,  COFI  and  CMT  floaters  included, 
were  advised  to  consult  with  the  fund's  board  of  directors 
or  trustees  "about  a  plan  to  dispose  of  the  securities  in  an 
orderly  manner  consistent  with  the  interests  of  the  fund's 
shareholders."  We  believe  that  RSMC's  disposal  of  the 
securities  was  consistent  with  the  intent  of  the  SEC's  June 
30th  letter. 

As  previously  described,  RSMC  purchased  one  structured  note 
from  the  Emerald  Prime  Trust  and  made  cash  infusions  into 
the  Funds. 

RSMC,  as  a  registered  investment  adviser  under  the  1940  Act, 
was  not  required  to  request  permission  from  the  Federal 
Reserve  before  purchasing  a  security  or  making  a  cash 
infusion. 

Because  RSMC  is  an  adviser  to,  and  affiliate  of,  the  Emerald 
Prime  Trust  Fund,  the  Emerald  Prime  Trust  Fund  was  required 
to  and  did  obtain  a  "no  action"  letter  or  enforcement  relief 
from  the  SEC  under  sections  17(a)  and  17(d)  of  the  1940  Act, 
in  order  to  for  RSMC  purchase  the  SLMA  floater  from  the 
Emerald  Prime  Trust  (see  attached  letter) .   Prior  approval 
from  the  SEC  for  the  cash  infusions  was  not  required. 
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RSMC  purchased  the  securities  and  made  the  cash  infusions  in 
order  to  stabilize  the  portfolios'  net  asset  values  and/or 
to  comply  with  the  SEC,  Division  of  Investment  Management's 
directive  to  dispose  of  the  securities  in  an  orderly  manner 
consistent  with  the  interests  of  the  shareholders  of  the 
Funds.   Furthermore,  in  addition  to  the  interests  of  the 
Funds'  shareholders,  we  believe  that  RSMC's  action  was  a 
prudent  decision,  made  to  protect  the  viability  of  a 
historically  profitable  line  of  business  which  we  fully 
expect  to  continue  to  be  a  significant  contributor  to  the 
earnings  of  WTC. 

To  emphasize  once  again,  WTC  has  never  had  a  loss  from  its 
derivative  portfolio.   WTC  has  a  total  of  $300  million  in 
off-balance  sheet  interest  rate  swaps  which  are  considered 
derivatives.   We  first  entered  the  swap  market  in  1989  to 
hedge  a  portion  of  our  $740  million  floating  rate  commercial 
loan  portfolio.   From  inception  no  single  swap  contract  has 
had  a  maturity  longer  than  five  years,  with  most  having 
maturities  of  between  two  to  three  years.   Currently,  our 
swap  maturities  range  from  February,  1995  to  July,  1996, 
with  a  weighted  average  life  of  11  months.   The  WTC  swap 
portfolio  has  performed  as  an  excellent  hedge  since  1989. 

I  trust  you  will  find  this  information  both  responsive  and 
helpful  to  the  Committee  in  its  effort  to  more  fully 
understand  the  role  derivative  securities  play  in  the 
management  by  banks  of  their  assets  and  liabilities. 


Sincerely 


TPC:gmh 

cc:  Congressman  Michael  N.  Castle 

Joseph  Riley,  Committee  on  Banking,  Finance  and  Urban  Affairs 
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UNrreo  STatbb 
5EX3JRmE5  AND  EXCXANGE  OSMMISSION 

WASHINOTON.  Q^  20949 


Oivisioa  or 
'NvnTxuar  MAHMiMcur 


June  30,  1994 


Mr.  Paul  SchoU  Stovena 

QeoBTsl  Couniel 

lavcftmBot  ConnMDy  Insdnite 

1401 H  stRA,  syf. 

WMUflgRnu  D.C.    20005-2148 

Dear  Mr.  Stsveoi: 

The  purpose  of  thi}  letter  is  to  provide  money  market  tttixU  and  their  adviteis  with 
fluthar  guidance  oonoeining  Commission  aod  Division  pn«itinn«  oo  isoa^  maiket  funds' 
management  of  intemt  tite  risk  in  compUaiica  with  nile  2ft-7  under  the  Lavestaent 
Company  Act  of  1940. 

Rule  2b-7  Usiit*  the  e:iposure  of  a  mmwy  niaiker  fand  to  inteiett  rate  riik  by 
prohibitiiijc  (in  moit  caaea)  fimda  frotn  acqiuiint  (ecurilies  whh  ranudniog  maturities  that 
exceed  397  days.   The  nile  pennits  a  mcney  maitot  fkind  to  oeaiiue  the  matiutty  ctf  an 
adJuitaUe  rats  caoixlty  Istsied  by  tbe  U.S.  govemmeBt  or  one  of  ita  a^andw  by  Kfeieaoe  to 
the  socuxity's  IntstMt  ate  itantjuatnieat  datea  if  the  fbnd  and  ita  adviaer  laeaontbly  expKi 
tile  value  of  die  aecuifty  to  appioxlmite  par  upon  adutmeoc  of  the  ioMfat  iste.  Moicaa 


Keegan  St  Company,  &ic.  (pub.  avail.  July  24,  1992).  Tbeae  maturitjr  Uudtlng  proviakna  of 
the  ittle  ore  dfisigoM  to  eaiure  that  money  maitet  ftindi  inveit  in  sacinitisa  cbancteriisd  bv 
a  low  level  of  volatlll^  aod  whose  tuarket-baaad  viluei  do  not  differ  significantly  from  tbev 
nnoitizad  coit  values. 

In  recent  teatiiaony  before  Congress,  Ctaaifmao  Levitt  expresaed  concern  about 
money  market  fUods  bolmng  oeitaln  tjiws  of  ai^ustahle  laie  securities.   The  securities  to 
which  tbe  Chainnan  ratered  were  idemified  in  otrlier  correspondence  between  ttie  Division 
and  tbe  Investment  Company  losdtuie,  uid  raott  leoeatly  in  urunoaed  amendments  to  nile 
2a-7.   Inveatneot  Company  Act  Seiease  No.  19959  (pec.  17,  1993)  ("ISeceajber  Saieus"). 
These  nnnirities  laclude: 

•  tecuritlei  whose  intetast  ntc  reset  pravijions  are  baaed  on  a  formula  that 
magnifies  chasget  in  interen  ratei,  such  at  "invetw  floaters*  and  'leveraged 
floalen"; 

•  wcuritlcj  whose  iniercsi  rale  reaet  provisiosi  are  tied  to  long-term  inteicat 
rues  K)  that  a  change  in  the  jlc^  of  the  yield  curve  coold  remit  in  the  vaUie 
of  the  instnimeot  falling  below  par,  such  as  "CMT  floatera*; 
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•  jeairliies  oo  wbicb  mterest  ii  not  ^aid  above  a  ceiT&m  level,  such  as  "capped 
floaten,"  or  duu  cease  to  p«y  aoy  unerest  when  a  certain  level  i$  rcacbed, 
such  »s  "range  floatan"; 

•  securities  whose  interest  rate  met  provisioDs  die  tied  to  more  tiun  one  index 
so  thai  a  change  in  the  relaiinnship  hetwecn  these  indexes  may  result  in  the 
value  of  the  intnumeat  fUling  below  pw.  such  u  "dual  iodex  floaten";  and 

•  socuiitiei  whose  interest  rate  rewt  provisions  are  ticxl  to  an  Index  thai 
matariaily  lagt  shoR-term  interest  tvtss,  such  as  "CUFI  floaters.' 

The  December  Release  stated  that  these  types  of  securitios  involve  risks  "Inappropriate  for  a 
money  market  Aind  to  assume. '    As  the  December  Release  noted:    "These  sccuritiea  share 
the  common  characterisdc  that,  at  the  time  of  issuaiKC.  changes  in  imercsr  raiesi  or  other 
condltioru  that  can  reasonably  be  foreseeo  to  occur  during  their  rem  will  nesult  in  their 
market  value  not  letuintng  to  par  at  the  time  of  an  inieiest  rare  atyustnent.  * 

The  December  Release  did  not  propose  express  Umitationa  on  money  market  fiiods 
liolding  adjustable  rate  lecurilies.    Rather,  the  Seieaie  sought  shnply  to  clarify  that,  to 
measure  tbe  nutunty  of  a  variable  rate  security  by  refneooe  to  its  next  imsrest  rate  leaet 
date,  the  board  of  director!  or  tiustees  of  a  fund,  or  its  delegate  (typically  ttw  advisei),  must 
have  a  leasonable  expectation  that  the  securitv  will  maiouin  a  value  of  par  upon  adluxtment 
of  the  security's  interesr  race  at  any  time  untU final  maturtty  or  until  principal  can  he 
recoyered  through  demand.    A  siniUar  mndaid  applies  to  noatini;  rate  securities. 

In  aoalyziog  whettar  a  paitlctilar  adjustable  rate  security  is  approprittc  for  a  raonoy 
market  fund,  an  adviser  must  oetennine  not  only  that  htihUn^  the  security  U  not  speciflcally 
prohibited  by  the  rale,  but  also  that  the  security  moeu  the  general  luie  qjplicable  to  all 
invettneots  by  a  money  marieet  Aind:   this  investnmt  in  the  security  is  oonsistent  with 
maintaliting  a  stable  net  asset  value.   Tn  abari,  that  a  paiticnlar  security  Is  not  escpiessly 
prohibhad  Inr  rule  2«-7  does  uot  mean  that  the  soeuilty  is  necessarily  an  appmpnate 
invesnnent  tax  a  money  marieet  fund.    See  Paragraphs  (c)(6)(l)  and  (e)(7)  of  rule  2a-7. 

Recent  increases  in  Inteiegt  rates  have  demonstntod  the  piobtems  of  money  market 
funds  holding  adjunable  laic  securitiBs  of  the  type  cited  in  the  December  Release.    Those 
increases  have  caused  the  value  of  ntaity  of  thne  sectiritics  lo  M\  helow  par,  which  has  in 
turn  resulted  in  the  adviaers  to  ssverai  money  moricet  f\inds  that  invested  more  than  a  small 
portion  of  tbeir  aaaeta  In  these  tecurities  electing  to  take  actions  to  prevetK  the  funds'  not 
asset  values  from  lUling  bok>w  a  dollar. 

In  Ugtat  of  these  developments,  we  believe  adviser;  to  money  market  funds  should 
reexamine  fund  portfolios  to  determine  whether  tlie  funds  hold  any  of  the  types  of  securities 
described  shove.    An  adviser  to  a  (Und  that  holds  ihcM  (ecurttles  should  consult  with  the 
fluid's  board  of  directors  or  trustees  about  a  plan  to  dispose  of  the  sccurhim  in  an  orderly 
manner  consistent  with  the  linerests  of  the  fund's  shareholders.    Upon  approving  a  course  of 
action,  the  board  should  monitor  Ite  implcmcmation.    The  xnion  apptuvcd  bv  the  boanl 
should  be  memoriaUzed,  maintained  In  the  files  of  the  fund  aiul  made  available  to 
Commission  examiDeni  upon  request. 

We  urge  you  to  Inform  your  members  of  the  Division's  views  with  reganl  to  the 
securities  deacritod  above,  and  the  rosponsihiliry  fund  managen  bear  for  managing  money 
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inarkK  funds  in  complianco  with  Cnmmisslon  rales  and  in  a  manner  appropriate  to  the 
objective  of  maifitunmg  a  stable  net  a«set  vhIub. 


BuTx  P.  :|axpasb 
Disoctar 
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Jun«    23,     19')4 


VIA  TBLECQPV 

I 

Kenneth  J.  Berman,  Esquira 

Deputy  Office  Chief 

accuRZTiBa  and  bxciiange  comhiseion 

Judiciary  Plaza 

450  Fifth  Street,  M.W.,  Mail  Stop  10-6 

Haehinqton,  DC  20949 

ne:   gmarald  Fund«  f  Rar^i  g<-r>ir<<^r.  Wq«.  33-20658:  811-5515^ 

I 

Dear  Mr.  Berman:  i 

I 
In  accordance  with  our  telephone  conversation  today,  I 
am  writinq  to  request  and  confirm  the  verbal  assurance  of  the 
staff  of  the  Division  of  investment:  ^^ana9eDent  that  it:  will  no^ 
recommend  that  the  Securities  and  Exohanqe  Commission  take 
enforcement  action  againat  Emerald  Fiinds  ("Emerald")  or  Rodney 
Square  Management  Corporation  ("RSMC"),  the  sub- investment 
adviser  of  Emerald's  Prime  Trust  Fund  investment  portfolio  (the 
"Portfolio"),  under  Section  I7(»i)  or  Section  17fd)  of  the 
Investment  Company  Act  or  the  rules  promulgated  thereunder  as  a 
result  of  the  consummation  by  Emerald  and  RSMC  of  the  transaction 
described  below.  { 

RSMC  proposes  to  purchase  irom  the  Portfolio  the 
followinq  instrument  (the  "Instrument")  that  is  now  h*ld  by  the 
Portfolio:   Student  Loan  Marketing  Association  Cost-of -Funds 
Tndaxed  (coPi)  Floating  Rate  Note  du<i  October  I,  1996,  principal 
amount  $5,000,000  (Cusip  No,  863871KS9).   The  Instrument 
comprises  approximately  3.67%  of  the  Portfolio  and  the  per  share 
value  of  the  Portfolio's  sharas  withth*  Inetrument  (based  on 
current  dealer  bid  prices)  is  $0,995;:.   The  proposed  purchase 
price  will  be  paid  in  cash  to  the  Portfolio  and  will  equal  the 
amortized  cost  OC  tne  Instrumsnt  (intludlng  accruad  intorost), 
which  exceeds  the  market  price  of  th«!  Instrument.   It  is  expected 
that  after  the  purchase  the  par  sham  market  value  of  the 
Portfolio's  share*  will  be  approximately  50.9965. 
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3  9999  05705  6556 


Or>m~cm  O>onk.c   U   nCATH 


Kenneth  3.    Qerman,  Esq. 
June  23,  1991 
l>aqo  2 


I'he  noarO  oC  Trustees  of  E»nerald  has  been  ndviaeU  of 


the  proposed  sole  of  the  instrument 


occur  todny.   In  accordance  with  ourj  telephone  conversation  I 


will  Bond  you  written  confirmation  a 


CO  nSMC,  which  is  expected  to 


Cter  the  sale  is  completed. 


Should  there  bo  any  questions  or  comments  regarding 
this  matter,  pleaae  contact  itenry  S^   Hillea  at  215-900-2U71I  or 
the  undersigned  at  215-9U0-2607 .    j 


Sincerelyj 


'-7 1/  it)Uc 

^  'a  I    DalKe 


J AD :nc 


bcc:     T!hB  Board  of  Trustees 

Messrs.  Baker,  Beinaiche,  Blundir,  Q  XS6r,  Jchriaw.  and  Gtiervoit 
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MiNttrON.  DC  30OOS-<9Oa 


HCNirr  s  HiLLCu.  jm. 


Via  Telecopy 


Drinker  Biddle  &  Reath 

PHIbAOCLPHIA  NATIONAL  SANK   •utLOINQ 
I34B  CMCSTNUT  STHCCT 

TCLCPMONC.  laiS)  aaA-2700 

ncLCx  ftsnetiA 
'  rMt  i2iai  9sa-s797 


June    24,    1994 


tuirc  <00 

«»  HUl'OM   J|r«tCT 

POST  Office  fOX  MV 

«lhCtTON.  HJ  odv4«*oe£7 

lOOO  WCftTLAKIIS  DRIVE 

QKRwvM  KA  iaaij.t409 
iiisi  gei^atoo 


Konneth  J.  aerman ,  Esq. 

Deputy  Office  Chief 

Securities  emd  Exchange  coramission 

Judiciary  Plaaa 

450  Fifth  Street,  N.W.,  Mail  Stop  10-6 

Washington,  DC  20549 

Re:   Emerald  Funds  fRiggiatration  No3.  33-20658;  811-5515 

Dear  Mr.  Beman: 

In  accordance  with  the  letter  to  you  from  my  partner, 
Jeffrey  A-  Dalke,  Esq.,  yesterday,  and  our  telephone  convarsotiop 
today,  this  letter  will  confirm  that  I  have  been  advised  that  the 
Prime  Trust  Fund  portfolio  (Uto  "Portfolio")  of  Emerald  Funds 
sold  the  Student  Loan  MarKeting  Association  Cost-of-Funds  Indexed 
(COFI)  Floating  Rate  Note  due  October  1,  1996,  principal  amount 
$5,010,457.14  (Cusip  No.  B63871Kn9)  to  Rodney  Square  Management 
Corporation,  the  sub-investment  advisor  of  the  Portfolio,  on  June 
23,  1994,  with  a  settlement  date  of  June  30,  1994.   The  total   j 
price  was  $5,050,156.91,  representing  the  aforeaaid  principal   , 
amount  plus  accrued  interest  of  $39,699.77.   I  have  been  advised 
that  the  per  share  marJeot  value  of  the  Portfolio's  shares  as  of 
the   close  of  business  yesterday  was  $0.9965.  | 

i 
Thank  you  very  much  Cor  your  prompt  raspons**.  I 


HSHjrrth 


Very  truly  yours , 
Henry  S.  Hllles,  Jr. 
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